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MINIMUM  FINANCIAL  REQUIREMENTS 
Proposed  Adoption  and  Monitoring 

AGENCY:  Commodity  Futures  Trad¬ 
ing  Commission. 

4CTION:  Proposed  rulemaking. 

SUMMARY:  The  proposed  rules 
would  amend  the  minimum  financial 
and  related  reporting  requirements 
imposed  upon  futures  commission 
merchants  (FCM's)  and  would  change 
the  computational  formula  used  to  de¬ 
termine  whether  a  futures  commission 
merchant  meets  the  minimum  finan¬ 
cial  requirements;  establish  an  early 
warning  system  designed  principally  to 
give  notice  of  a  futures  commission 
merchant's  financial  deterioration: 
and  require  all  self-regulatory  organi¬ 
zations  under  the  jurisdiction  of  the 
Commodity  Futures  Trading  Commis¬ 
sion  to  adopt  minimum  financial  and 
reporting  requirements  with  respect  to 
their  member  futures  commission  mer¬ 
chants.  The  rules  would  permit  the  re¬ 
sponsibility  for  monitoring  and  audit¬ 
ing  any  FCM  which  is  a  member  of 
more  than  one  self-regulatory  organi¬ 
zation  to  be  delegated  to  a  single  self- 
regulatory  organization.  The  proposed 
regulations  are  intended  to  accomplish 
the  Commission’s  goal  of  industry  self¬ 
regulation  while  ensuring  adequate 
customer  protection  and  the  integrity 
of  the  futures  market  system,  increas¬ 
ing  regulatory  efficiency,  facilitating 
the  reduction  of  the  undue  burden  of 
multiple  financial  monitoring,  audit¬ 
ing,  and  reporting  imposed  upon 
FCM's  which  are  members  of  more 
than  one  self-regulatory  organization, 
and  facilitating  the  development  of  a 
registered  futures  association  under 
Section  17  of  the  Commodity  Ex¬ 
change  Act,  as  amended. 

DATES:  Comments  on  the  proposed 
rule  should  be  submitted  by  June  1, 
1978. 

ADDRESS:  Send  comments  to  Com¬ 
modity  Futures  Trading  Commission, 
2033  K  Street  NW.,  Washington,  D.C. 
20581  Attention:  Secretariat. 

FOR  FURTHER  INFORMATION 
CONTACT: 

John  L.  Manley,  Chief  Accountant, 
Division  of  Trading  and  Markets, 
Commodity  Futures  Trading  Com¬ 
mission,  2033  K  Street  NW.,  Wash¬ 
ington.  D.C.  20581,  202-254-5218. 

SUPPLEMENTAL  INFORMATION: 
The  Commission  proposed  in  four 
parts  substantial  revisions  to  its  finan¬ 
cial  regulatory  structure  now  applica¬ 
ble  to  FCM’s  and  self-regulatory  orga¬ 
nizations.  On  October  6,  1976,  the 


Commission  proposed  extensive  revi¬ 
sions  in  the  financial  reporting  re¬ 
quirements  imposed  upon  FCM’s 
under  Commission  regulations.  41  FR 
45706  (October  15.  1976).  On  May  17, 
1977,  the  Commission  proposed  sub¬ 
stantial  amendments  to  the  minimum 
financial  standards  to  which  FCM’s 
are  subject  under  its  regulation  1.17. 
42  FR  27166  (May  26,  1977).  On  June 
14,  1977,  the  Commission  proposed  an 
improved  early  warning  system  based 
upon  the  proposed  amendments  to  its 
regulation  1.17.  42  FR  31740  (June  22. 
1977),  On  July  27,  1977,  the  Commis¬ 
sion  proposed  a  regulation  which 
would  require  each  self -regulatory  or¬ 
ganization  to  adopt  minimum  financial 
and  related  reporting  requirements 
with  respect  to  its  member  FCM’s  and 
would  permit  the  responsibility  for 
monitoring  and  auditing  the  financial 
status  of  any  FCM  which  is  a  member 
of  more  than  one  self -regulatory  orga¬ 
nization  to  be  delegated  to  a  single 
self-regulatory  organization.  42  FR 
39036  (August  1.  1977).  In  October, 
1977,  the  Commission  held  public 
hearings  on  these  proposals. 1 

In  view  of  the  extent  and  complexity 
of  these  proposed  rules  and  in  order  to 
afford  maximum  opportunity  for 
public  comment  with  respect  thereto 
the  Commission  is  hereby  republish¬ 
ing  them,  as  amended,  and  inviting 
public  comment  for  an  additional  sixty 
days. 

The  Need  For  Change 

The  Commission’s  responsibility  to 
protect  the  integrity  of  the  market¬ 
place  and  the  funds  of  customers  who 
use  that  marketplace  necessarily  en¬ 
compasses  a  duty  to  monitor  develop¬ 
ments  in  the  commodities  futures  In¬ 
dustry  to  determine  whether  the  Com¬ 
mission’s  current  regulatory  approach 
is  adequate  in  light  of  recent  and  an¬ 
ticipated  changes  in  the  industry.  The 
Commission  believes  that  the  rapid 
and  substantial  increase  in  the 
number  of  registrants,  the  volume  of 
commodity  business  that  such  regis¬ 
trants  are  doing,  and  the  increased 
volatility  of  the  futures  markets  in 
recent  years  have  combined  to  pro¬ 
duce  a  situation  in  which  the  Commis¬ 
sion  must  shift  its  regulatory  ap¬ 
proach  from  direct  regulation,  relying 
primarily  on  direct  auditing,  to  over¬ 
sight  regulation.  In  order  to  establish 
a  structure  under  which  oversight  reg¬ 
ulation  may  function  effectively,  the 
Commission  determined  that  substan¬ 
tial  revisions  were  necessary  in  its  cur¬ 
rent  regulations.  The  Commission  fur¬ 
ther  believes  that  to  maximize  the  ef¬ 
fectiveness  of  independent  public  ac¬ 
countants  in  this  regulatory  structure 
it  is  necessary  to  establish  uniform 


1  In  the  matter  of:  Proposed  Minimum  Fi¬ 
nancial  and  Related  Reporting  Require¬ 
ments.  October  5,  and  6.  1977. 


computational  criteria  to  determine 
the  FCM's  compliance  with  the  Com¬ 
mission’s  minimum  financial  regula¬ 
tions. 

In  reaching  the  conclusion  that  this 
shift  in  regulatory  approach  is  neces¬ 
sary,  the  Commission  carefully  consid¬ 
ered  a  number  of  recommendations, 
Including  the  recommendations  of  the 
Commission’s  staff.  The  Report  of  the 
Comptroller  General  of  the  United 
States  to  Congress  on  Improvements 
Needed  in  Regulation  of  Commodity 
Futures  Trading  (the  “GAO  Report’’)  * 
recommened  that  the  exchanges  be 
delegated  the  primary  responsibility 
for  audits  of  FCM’s  and  that  the  Com¬ 
mission  “require  FCM’s  to  engage  in¬ 
dependent  public  accountants  to  make 
the  required  audits  and  to  furnish  re¬ 
ports  on  the  results  of  these  audits  to 
the  appropriate  exchanges  and  to  the 
Commission.”*  Similarly,  the  Commis¬ 
sion’s  Advisory  Committee  on  Com¬ 
modity  Futures  Trading  Professionals 4 
recommended  that  the  Commission 
"require  that  the  year  end  financial 
statements  submitted  by  FCM’s  be 
certified  by  independent  public  ac¬ 
countants.”*  In  addition,  the  Commis¬ 
sion’s  Advisory  Committee  on  Defini¬ 
tion  and  Regulation  of  Market  Instru¬ 
ments*  recommended  that  any  finan¬ 
cial  reports  required  of  persons  deal¬ 
ing  in  commodity  option  transactions 
and  leverage  transactions  in  gold  or 
silver  be  certified  annually  by  an  inde¬ 
pendent  public  accountant. 7 

The  Commission  believes  that  sub¬ 
stantial  revisions  in  the  minimum  fi¬ 
nancial  regulations  are  necessary  for 
reasons  in  addition  to  the  need  to 
change  to  an  oversight  role  in  the  fi¬ 
nancial  regulation  of  FCM’s.  At  pre¬ 
sent  the  Commission,  the  Chicago 
Board  of  Trade  (CBOT)  and  the  Chi¬ 
cago  Mercantile  Exchange  (CME)  all 
have  different  requirements  with  re¬ 
spect  to  financial  regulations  and  re¬ 
lated  reporting  requirements  of 
FCM’s,  and  many  FCM's  are  subject  to 
more  than  one  set  of  such  require¬ 
ments.  In  addition,  over  50  FCM's,  rep- 


*  Report  of  the  Comptroller  General  of 
the  United  States  to  Congress  on  Improve¬ 
ments  Needed  in  Regulation  of  Commodity 
Futures  Trading  (June  24,  1975). 

*  Id.,  at  46. 

4  40  FR  50558  (October  30.  1975). 

*  Report  of  Commodity  Futures  Trading 
Commission  Advisory  Committee  on  Com¬ 
modity  Futures  Trading  Professionals 
(August  5.  1976). 

*  40  FR  50557  (October  30.  1975). 

7  Report  of  the  Advisory  Committee  on 
the  Definition  and  Regulation  of  Market  In¬ 
struments  to  the  Commodity  Futures  Trad¬ 
ing  Commission:  Recommended  Policies  on 
Commodity  Option  Transactions  (July  6. 
1976);  Report  of  Advisory  Committee  on 
Definition  and  Regulation  of  Market  Instru¬ 
ments  to  the  Commodity  Futures  Trading 
Commission:  Recommended  Policies  'on  Fu¬ 
tures.  Forward  and  Leverage  Contracts  and 
Transactions  (July  16.  1976). 
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resenting  approximately  fifty  percent 
of  all  commodity  customer  business  in 
the  futures  industry,  are  also  regis¬ 
tered  with  the  Securities  and  Ex¬ 
change  Commission  (SEC)  as  securi¬ 
ties  broker-dealers  and  are,  therefore, 
subject  to  the  minimum  financial  rules 
of  that  agency.  As  a  result,  many  of 
these  PCM ’s/broker-dealers  are  sub¬ 
ject  to  as  many  as  three  different  sets 
of  financial  regulations  and  corre¬ 
sponding  audits  to  enforce  these  regu¬ 
lations.  The  Commission  believes  that 
these  duplicative  financial  and  related 
reporting  requirements  impose  unnec¬ 
essary  burdens  upon  PCM’s;  therefore, 
it  has  proposed  and  is  today  republish¬ 
ing  for  comment,  revised  minimum  fi¬ 
nancial  regulations  that  would  estab¬ 
lish  uniform  computational  criteria 
for  use  in  the  commodities  futures  in¬ 
dustry. 

Another  reason  for  revising  the  fi¬ 
nancial  regulations  is  that  the  Com¬ 
mission’s  minimum  capital  rule,  which 
is  a  part  of  these  regulations,  has  sub¬ 
stantial  deficiencies  which  must  be 
corrected.  A  major  deficiency  in  the 
current  minimum  capital  rule  is  that 
the  computational  criteria  permits 
FCM’s  to  finance  their  operations 
almost  exclusively  with  non-subordin- 
ated,  long-term  debt;  thus,  an  PCM 
may  actually  be  insolvent  and  still  sat¬ 
isfy  the  Commission’s  present  rule. 
Other  deficiencies  in  the  current  cap¬ 
ital  rule  include  the  safety  factors  on 
open  futures  contracts,  the  definition 
of  proprietary  account,  and  the  length 
of  time  unsecured  deficits  are  allowed 
to  be  outstanding  and  still  be  included 
as  current  assets.  The  safety  factors 
for  high-dollar  value,  low  volatility, 
open  futures  contracts  provided  in  cur¬ 
rent  regulation  1.17,  are  disproportion¬ 
ately  high  in  terms  of  the  risks  in¬ 
volved  in  trading  in  such  contracts 
when  compared  to  the  safety  factors 
on  more  volatile,  low-dollar  value  con¬ 
tracts.  The  definition  of  the  term 
“proprietary”  as  it  is  used  in  the  cur¬ 
rent  minimum  financial  regulations  re¬ 
sults  in  unrealistic  additional  charges 
to  capital  of  FCM’s  in  relationship  to 
the  actual  risk  involved  to  these 
FCM’s.  Unsecured  deficits  may  be  out¬ 
standing  up  to  thirty  days  and  still  be 
included  as  part  of  the  firm’s  assets  in 
calculating  its  capital  position. 

Finally,  the  Commission’s  present 
rules  were  not  intended  to.  and  do  not, 
provide  financial  regulations  with  re¬ 
spect  to  domestic  exchange-traded 
commodity  options.  It  should  be 
noted,  however,  that  all  references  in 
the  proposed  financial  regulations  to 
Part  32  of  the  Commission’s  regula¬ 
tions  (17  CFR  Part  32)  concerning 
commodity  options  relate  to  the  pro¬ 
posed  regulations  contained  in  the  Oc¬ 
tober  17,  1977  Federal  Register  re¬ 
lease  (42  FR  55538)  and  those  regula¬ 
tions  have  not  been  adopted.  There¬ 
fore,  it  may  be  appropriate,  in  the 


event  the  Commission  adopts  the  pro¬ 
posed  financial  regulations  prior  to 
taking  action  with  respect  to  the  pro¬ 
posed  options  regulations,  to  delay 
final  action  with  respect  to  those  fi¬ 
nancial  regulations  relating  to  such 
options  until  such  time  as  the  pro¬ 
posed  options  regulations  are  adopted. 

Major  Differences  Between  the  Pre¬ 
sent  Proposal  and  Prior  Proposals 

Safety  factors.  The  safety  factor 
computations  currently  provided  in 
regulations  1.17(d)  and  (e)  with  re¬ 
spect  to  open  commodity  futures  con¬ 
tracts  are  based  upon  the  dollar  values 
of  such  contracts.  Therefore,  as  previ¬ 
ously  mentioned,  the  safety  factors  for 
high  dollar-value,  low  volatility,  open 
futures  contracts  are  disproportionate¬ 
ly  high  in  terms  of  the  risk  involved  in 
the  trading  of  such  contracts  when 
compared  to  the  safety  factors  on 
highly  volatile,  low  dollar-value  con¬ 
tracts.  In  order  to  relate  the  safety 
factors  on  a  particular  contract  to  the 
risk  involved  in  trading  in  that  con¬ 
tract,  the  Commission  requested  com¬ 
ment  upon  a  proposal  to  adopt  a  new 
safety  factor  computation  based  upon 
the  volatility  rather  than  the  dollar- 
value  of  each  contract.*  Specifically, 
the  safety  factor  would  have  been 
based  on  a  percentage  of  the  standard 
fluctuation  of  the  price  of  that  con¬ 
tract. 

While  the  commentators  in  general 
agreed  that  amendment  of  the  Com¬ 
mission’s  regulations  respecting  the 
safety  factor  computation  was  a  desir¬ 
able  step,  there  was  strong  opposition 
to  the  concept  of  a  computation  based 
upon  the  standard  fluctuation  concept 
because  of  its  complexity  and  because 
it  would  be  based  upon  historical  data 
which  could  only  indicate  what  safety 
factors  might  have  been  appropriate 
in  the  past.  Many  of  these  commenta¬ 
tors  believe  the  contract  markets  are 
in  the  best  position  to  assess  current 
market  risks,  and  favor  a  safety  factor 
computation  based  upon  contract 
market  margin  requirements.  The 
Commission  believes  that  these  argu¬ 
ments  have  merit  and  further  believes 
that  such  margin  requirements  pro¬ 
vide  flexible  indicia  of  the  volatility  of 
the  futures  contracts,  as  well  as  all 
other  market  conditions  concerning 
such  contracts.  Therefore,  the  Com¬ 
mission  is  revising  its  earlier  proposal 
and  is  proposing  to  compute  the  safety 
factors  for  customer  positions  based 
upon  the  amount  by  which  any  ac¬ 
count  is  undermargined  after  a  specif¬ 
ic  number  of  days  are  allowed  for  col¬ 
lection.  The  safety  factor  for  propri¬ 
etary  positions  will  be  a  multiple  of 
the  margin  requirement. 

Self-regulatory  organization  mem¬ 
bership.  Several  commentators  criti- 

"Proposed  regulation  1.17(cX5)(xi),  42  FR 
27175  (May  2G,  1977). 


cized  the  proposals  for  not  recognizing 
the  advantages  from  the  standpoint  of 
regulation,  surveillance  and  customer 
protection  that  accrue  from  an  FCM’s 
membership  in  a  self-regulatory  orga¬ 
nization.  Commentators  cited  such 
benefits  as;  (i)  the  frequency  of  audits 
of  their  member  FCM’s  that  self-regu¬ 
latory  organizations  conduct  or  that 
they  will  be  required  to  conduct  in  en¬ 
forcing  the  proposed  minimum  finan¬ 
cial  regulations;  (ii)  the  daily  monitor¬ 
ing  of  clearing  members’  positions;  (iii) 
audits  of  FCM’s  to  determine  compli¬ 
ance  with  margin  requirements;  and 
(iv)  the  speed  and  flexibility  of  a  self- 
regulatory  organization  compared  to  a 
federal  regulatory  agency.  The  Com¬ 
mission  also  appreciates  that  members 
of  self-regulatory  organizations,  in  ad¬ 
dition  to  the  cost  of  their  member¬ 
ships,  incur  certain  expenses  in  the 
form  of  membership  fees  or  dues 
which,  at  least  in  part,  are  used  to  pay 
the  costs  of  auditing,  monitoring  and 
other  regulatory  and  surveillance  pro¬ 
grams  of  such  organizations.  Finally, 
the  Commission  recognizes  that, 
historically,  the  losses  of  customers 
trading  in  futures  contracts  regulated 
under  the  Act,  as  a  direct  result  of 
member  firm  failures  have  been  mini¬ 
mal  and  this  has  been  in  past  due  to 
the  willingness  of  other  member  firms 
to  absorb  such  losses  when  the  failing 
firm  is  a  member  of  the  same  contract 
market.  The  Commission  believes  that 
these  considerations  in  the  context  of 
a  properly  functioning  self-regulatory 
organization  provide  a  reasonable 
basis  for  distinguishing  among  catego¬ 
ries  of  participants  in  the  futures  mar¬ 
kets.  Accordingly,  the  revised  proposal 
would  (i)  establish  higher  minimum  fi¬ 
nancial  requirements  and  safety  fac¬ 
tors  for  non-contract  market  members 
than  for  members  and  (ii)  recognize 
guarantee  deposits  and  clearing  corpo¬ 
ration  stock  as  assets  in  computing  net 
capital. 

In  adopting  any  Commission  rule  or 
regulation,  the  Commission  is  re¬ 
quired.  pursuant  to  Section  15  of  the 
Act,*  to  take  into  consideration  the 
public  interest  to  be  protected  by  the 
antitrust  laws  and  endeavor  to  take 
the  least  anticompetitive  means  of 
achieving  the  objectives,  policies  and 
purposes  of  the  Act.  Accordingly,  the 
Commission  specifically  requests  com¬ 
ments  as  to  the  possible  competitive 
impacts  of  making  or  not  making  the 
distinction  described  above  among  cat¬ 
egories  of  participants  in  the  futures 
markets. 

Customer-proprietary  definitions. 
The  proposed  amendments  to  the  fi¬ 
nancial  regulations  would  not  have 
amended  the  current  definitions  of 
“proprietary  account”  as  defined  in 
§  1.3(y)  or  “customer”  as  defined  in 
§1.3(k).  Many  commentators  felt  that 

•  7  U.S.C.  19  (Supp.  V.  1975). 
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the  Commission’s  definition  of  “pro¬ 
prietary  account”  is  overly  broad  for 
application  to  the  minimum  financial 
regulations  and  that  within  this  con¬ 
text  it  should  be  narrowed  to  include 
only  the  firm,  subsidiaries,  affiliates 
and  certain  partner  accounts.  The 
Commission  has  carefully  considered 
these  comments  and  has  determined 
to  retain  its  current  definition  of  “cus¬ 
tomer",  while  at  the  same  time  nar¬ 
rowing  the  definition  of  “proprietary” 
as  it  is  used  in  the  minimum  financial 
reflations  to  include  only  the  firm 
and  general  partner’s  accounts. 10  All 
those  accounts  which  are  neither  “cus¬ 
tomer”  nor  “proprietary”  including 
the  accounts  of  parents,  affiliates, 
stockholders,  officers,  limited  part¬ 
ners,  and  employees  currently  includ¬ 
ed  in  the  definition  of  “proprietary” 
(section  1.3(y ))  would  be  considered 
“non-customer”,  and  with  one  excep¬ 
tion  non-customers  would  be  treated 
the  same  as  customers  in  the  mini¬ 
mum  financial  regulations.  The  one 
exception  would  be  that  less  time 
would  be  allowed  for  these  non-cus¬ 
tomers  to  meet  margin  calls  before  a 
firm  must  take  a  capital  charage  for 
an  undermargined  position. 

Minimum  requirements.  The  Com¬ 
mission’s  current  regulations  require 
adjusted  working  capital  of  $10,000.“ 
The  prior  proposal  would  have  re¬ 
quired  adjusted  net  capital  of  $25,000. 
Many  commentators  suggested  that 
the  minimum  level  should  be  much 
higher  than  that  of  the  proposal 
(some  as  high  as  $250,000),  and  a  few 
of  the  commentators  suggested  that 
the  minimum  should  be  lower  than 
the  proposed  level  of  $25,000.  The 
Commission  has  carefully  considered 
each  of  these  comments  and  has  con¬ 
cluded  that  even  though  comprehen¬ 
sive  computational  criteria  are  pro¬ 
vided  in  the  minimum  financial  regu¬ 
lations,  there  are  many  unforeseen 
risks  which  cannot  be  measured  prop¬ 
erly  in  a  capital  rule.  Therefore,  the 
Commission  proposes  to  increase  the 
minimum  adjusted  net  capital  level  re¬ 
quired  of  an  FCM  to  $50,000  for  a 
member  of  a  designated  self-regula¬ 
tory  organization  and  $150,000  for  an 
FCM  which  is  not  a  member  of  a  des¬ 
ignated  self-regulatory  organization. 

A  discussion  of  certain  of  the  com¬ 
ments  received  by  the  Commission  in 
response  to  its  four  proposals  and  a 
section-by-section  explanation  of  cer¬ 
tain  of  the  Commission’s  revisions  to 
its  proposal  regulations  is  set  forth 
below. 

Financial  Reporting  Requirements 

Two  commentators  stated  that  there 
is  no  reason  to  believe  that  an  audit 


“  The  changes  in  the  definition  of  propri¬ 
etary  apply  only  as  the  term  is  used  in  regu¬ 
lation  1.17.  The  segregation  and  recordkeep¬ 
ing  regulations  of  the  Commission  will 
remain  unchanged  as  a  result  of  this  propos¬ 
al. 

“  17  CFR  1.17. 


which  accompanies  an  application  for 
registration  as  an  FCM  can  be  com¬ 
pleted  within  any  shorter  period  than 
the  time  required  to  complete  an 
annual  examination;  therefore,  the 
commentators  suggested  that  the  time 
within  which  the  certified  financial 
statements  that  must  accompany  an 
application  for  registration  should  be 
consistent  with  the  time  allowed  for 
the  preparation  of  annual  certified 
statements  required  to  be  filed  by  reg¬ 
istrants,  i.e.,  within  sixty  days  of 
filing.1*  Another  commentator  recom¬ 
mended  that  when  filing  an  FCM  ap¬ 
plication,  businesses  which  are  already 
established  be  required  to  provide  cer¬ 
tified  financial  statements  that  are 
not  more  than  12  months  old  and 
more  up-to-date  unaudited  financial 
statements.  The  Commission  has 
taken  these  comments  into  consider¬ 
ation  and  amended  proposed  regula¬ 
tion  1.10(a)(2)  to  require  an  applicant 
for  FCM  registration  to  file  with  the 
application  either  (i)  financial  state¬ 
ments  certified  by  an  independent 
public  accountant  as  of  a  date  not 
more  than  45  days  prior  to  the  date  on 
which  such  report  is  filed;  or  (ii)  unau¬ 
dited  financial  statements  as  of  a  date 
not  more  than  45  days  prior  to  the 
date  on  which  such  report  is  filed  and 
financial  statements  certified  by  an  in¬ 
dependent  public  accountant  as  of  the 
date  not  more  than  one  year  prior  to 
the  date  on  which  such  report  is  filed. 

The  Commission’s  October  15,  1976, 
proposal  would  have  required  that 
Form  1-FR  be  filed  on  a  quarterly 
basis.  Currently  such  reports  are  re¬ 
quired  to  be  filed  semi-annually  by  the 
Commission.  A  number  of  commenta¬ 
tors  expressed  the  view  there  was  no 
general  need  for  quarterly  rather  than 
semi-annual  reports,  citing  the  in¬ 
creased  costs  to  FCM's  of  more  fre¬ 
quent  reporting.  The  Commission  be¬ 
lieves  that  it  must  have  timely  infor¬ 
mation  to  monitor  effectively  the  fi¬ 
nancial  responsibility  of  FCM’s,  whose 
business  is  affected  by  rapid  fluctu¬ 
ations  in  the  futures  markets.  More¬ 
over,  the  information  which  would  be 
required  in  the  new  Form  1-FR  is  es¬ 
sentially  that  which  would  ordinarily 
be  prepared  in  the  normal  course  of 
business  to  facilitate  management  of 
the  firm.  The  Commission  under¬ 
stands  that  much  of  this  information 
is  being  prepared  monthly  by  most 
firms,  although  perhaps  in  a  less 
formal  manner  than  that  required  on 
the  Form  1-FR.  The  Commission 
notes  in  this  regard  that  over  50 
FCM’s  are  registered  as  broker-dealers 
with  the  Securities  and  Exchange 
Commission  and  are  accordingly  re¬ 
quired  to  file  quarterly  reports  with 
that  agency.  In  addition,  the  Chicago 


“The  Commission  initially  provided  a  45- 
day  period.  Proposed  Rule  1.10,  41  FR  45711 
(October  15,  1976). 


Mercantile  Exchange  requires  quarter¬ 
ly  financial  reports  from  most  of  its 
members,  and  the  CME  members  to¬ 
gether  with  the  broker-dealers,  com¬ 
prise  approximately  40%  of  the  FCM 
community  which  are  already  filing 
quarterly  financial  statements.  Thus, 
while  the  Commission  recognizes  that 
quarterly  reporting  requirement  may 
increase  costs  for  some  FCM’s  the 
Commission  does  not  believe  it  should 
significantly  increase  the  costs  to  the 
industry  as  a  whole.  Also,  the  more 
frequent  reporting  will  facilitate  the 
Commission's  shift  from  direct  regula¬ 
tion  through  FCM  audits  to  indirect 
regulation  through  a  review  of  reports 
submitted  by  the  FCM’s  and  their  in¬ 
dependent  public  accountants.  The 
possible  increase  in  costs  for  some 
FCM’s,  appears  to  be  justifed  in  light 
of  the  advantages  from  a  regulatory 
standpoint  of  more  frequent  reporting. 

However,  the  Commission  is  con¬ 
cerned  with  the  possible  impact  of 
quarterly  reporting  on  small  FCM’s 
and  those  FCM’s  whose  brokerage 
business  is  incidental  to  their  other 
business  operations.  The  Commission 
specifically  requests  comments  on  the 
quarterly  reporting  concept,  including 
supporting  data  on  increased  costs  to 
FCM’s  and  any  rationale  for  distin¬ 
guishing  among  FCM’s  on  this  matter. 

Eleven  commentators  argued  that 
the  thirty  day  time  period  allowed  for 
filing  quarterly  reports  was  too  short, 
with  eight  of  these  commentators  spe¬ 
cifically  suggesting  changing  the  quar¬ 
terly  filing  time  to  forty-five  days. 
Seventeen  commentators  expressed 
the  view  that  the  proposed  sixty  day 
time  limit  in  which  to  file  certified 
annual  reports  was  too  short.  In  light 
of  these  comments  and  the  fact  that 
more  frequent  financial  reporting  will 
be  required,  the  Commission  is  propos¬ 
ing  to  revise  regulation  1.10(b)  by  ex¬ 
tending  the  time  period  for  quarterly 
and  annual  certified  reports  to  forty- 
five  days  and  ninetydays,  repectively. 

One  commentator  suggested  that  if 
a  registrant  is  a  member  of  more  than 
one  self-regulatory  organization  and 
the  proposed  designation  system  is  im¬ 
plemented  an  FCM’s  financial  state¬ 
ments  should  be  furnished  only  to  the 
self-regulatory  organization  which  is 
designated  to  monitor  the  financial 
condition  of  the  FCM.  The  commenta¬ 
tor  further  contends  that  distribution 
of  these  statements  to  all  self -regula¬ 
tory  organizations  of  which  the  FCM 
was  a  member  would  give  rise  to  un¬ 
necessary  expense  to  be  borne  by  the 
FCM.  The  Commission  agrees  with 
this  comment  and  has  changed  the 
proposed  regulations  to  require  that 
the  financial  statements  be  submitted 
only  to  the  designated  self-regulatory 
organization,  if  any,  and  the  Commis¬ 
sion. 

Under  the  current  requirements, 
each  Form  1-FR  must  contain  a  State- 
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ment  of  Financial  Condition,  a  State¬ 
ment  of  Capital  Computation  of  the 
Minimum  Capital  Requirements  Pur¬ 
suant  to  Regulation  1.17,  and  a  Sched¬ 
ule  of  Segregation  Requirements  and 
Funds  on  Deposit  in  Segregation.  To 
these,  the  Commission  proposed  to 
add  in  the  October  15,  1976  proposal. 
Statements  of  (i)  Income  (Loss),  (ii) 
Changes  in  Financial  Position  (com¬ 
parative  Statements  of  Income  (loss), 
and  Changes  in  Financial  Positions  for 
the  corresponding  period  of  the  prior 
year),  (iii)  Changes  in  Ownership 
Equity,  and  (iv)  Changes  in  Liabilities 
Subordinated  to  the  Claims  of  General 
Creditors.  Many  commentators  ques¬ 
tioned  the  need  for  comparative  finan¬ 
cial  statements  and  argued  that  the 
preparation  and  filing  of  such  state¬ 
ments  would  entail  needless  costs  to 
the  FCM's.  The  Commission  believes 
these  comments  have  merit  and  has. 
therefore,  eliminated  the  proposed  re¬ 
quirement  respecting  comparative  fi¬ 
nancial  statements.  Other  commenta¬ 
tors  asked  the  Commission  to  recon¬ 
sider  requiring  most  or  all  of  the  addi¬ 
tional  statements,  expecially  in  the 
quarterly  reports,  citing  the  additional 
expense  and  burdens  to  FCM’s.  The 
Commission  has  carefully  considered 
these  comments  but  believes,  nonethe¬ 
less,  that  the  income  statement  pro¬ 
vides  information  that  Is  essential  to 
enable  the  self-regulatory  organiza¬ 
tions  and  the  Commission  to  evaluate 
the  financial  status  of  an  FCM.  There¬ 
fore,  the  Commission  is  retaining,  sub¬ 
ject  to  further  comment,  its  proposal 
to  require  quarterly  submission  of  an 
income  statement  to  the  Commission 
and  Self-regulatory  organizations.  The 
Commission  believes  the  Statements 
of  Changes  in  Finanical  Condition. 
Changes  in  Ownership  Equity,  and 
Changes  In  Liabilities  Subordinated  to 
the  Claims  of  General  Creditors  also 
provide  important  information  but, 
based  upon  further  consideration  and 
in  light  of  the  comments  received,  has 
amended  its  previous  proposal  that 
these  statements  be  required  on  a 
quarterly  basis  and  is  instead  propos¬ 
ing  to  require  that  these  statements  be 
presented  only  in  the  annual  certified 
statements  submitted  to  the  Commis¬ 
sion  and  the  self-regulatory  organiza¬ 
tions. 

One  commentator  suggested  that 
the  oath  or  affirmation  that  is  re¬ 
quired  of  a  corporation  in  accordance 
with  section  1.10(d)(4)  be  only  re¬ 
quired  to  be  signed  by  the  chief  execu¬ 
tive  officer  or  the  chief  financial  offi¬ 
cer,  instead  of  both  as  was  proposed. 
The  Commission  has  determined  that 
one  signature  is  adequate. 

Section  1.10(f)  as  previously  pro¬ 
posed,  stated  “An  application  for  ex¬ 
tension  of  time  will  be  deemed  denied 
unless  the  Commission,  within  ten 
days  after  receipt  of  the  application, 
notifies  the  applicant  or  registrant  of 


the  grant  of  an  extension.”  Eighteen 
commentators  indicated  that  the  Com¬ 
mission  should  notify  the  applicant  or 
registrant  in  writing  whether  the  ex¬ 
tension  request  has  been  granted  or 
denied.  One  commentator  stated 
“since  the  FCM  is  taking  good  faith 
steps  to  comply  with  the  rules,  it  is  in¬ 
cumbent  upon  the  Commission  to  re¬ 
spond,  whether  affirmatively  or  nega¬ 
tively  sometime  prior  to  the  required 
filing  date”.  The  Commission  has 
changed  propose  regulation  1.10(f)  in 
response  to  these  comments  by  requir¬ 
ing  that  the  application  for  extension 
of  time  be  received  by  the  Commission 
fifteen  days  before  the  filing  deadline 
for  the  report.  The  Commission  will 
respond  to  an  application  within  10 
days  after  it  is  received.  Proposed  reg¬ 
ulation  1.16(f)  deals  with  extensions  of 
time  for  filing  audited  reports,  and  it 
contains  language  similar  to  proposed 
regulation  1.10(f).  Since  the  comments 
respecting  proposed  regulation  1.10(f) 
would  be  equally  applicable  to 
§  1.16(f).  it  also  has  been  amended  to 
incorporate  the  changes  made  in 
§  1.10(f). 

Several  commentators  argued  that 
the  Commission  should  give  confiden¬ 
tial  treatment  to  Form  1-FR.  The 
Commission  believes,  however,  that 
proposed  regulation  1.10(g)  is  consis¬ 
tent  with  §  145.5(d)(l)(i)  of  the  Com¬ 
mission  regulations  and  the  implemen¬ 
tation  of  the  Freedom  of  Information 
Act.  Therefore,  the  Commission  has 
not  proposed  that  this  paragraph  be 
changed. 

The  previous  proposals  would  have 
required  that  the  annual  certified 
Statement  of  Financial  Condition,  the 
Computation  of  Minimum  Capital  Re¬ 
quirements  Pursuant  to  Section  1.17 
and  the  opinion  of  the  independent 
public  accountant  with  appropriate 
footnote  disclosures  be  sent  to  all  of 
the  registrant's  customers  with  open 
contracts  and  credit  balances.  The 
Commission  received  approximately  20 
comment  letters  which  strongly  op¬ 
posed  the  sending  of  any  financial  in¬ 
formation  to  customers.  These  com¬ 
mentators  emphasized  the  right  of 
FCM's  to  privacy.  In  view  of  the  com¬ 
ments,  the  Commission  now  proposes 
to  eliminate  these  requirements  from 
its  proposed  financial  regulations. 

Maintenance  of  Minimum  Financial 
Requirements  By  FCM’s 

Several  commentators  felt  that  pro¬ 
posed  regulation  1.12  would  require 
continuous  determination  of  adjusted 
net  capital.  These  commentators  be¬ 
lieve  that  the  early  warning  system 
should  be  triggered  only  when  an 
FCM  knows  or  should  know  that  the 
trigger  level  is  reached.  The  Commis¬ 
sion  never  intended  to  require  continu¬ 
ous  determination  of  adjusted  net  cap¬ 
ital;  accordingly,  the  proposed  regula¬ 
tion  has  been  amended  to  make  this 
clear. 


One  commentator  questioned  the  re¬ 
quirement  of  paragraph  (e)  of  pro¬ 
posed  regulation  1.12,  that  “Reports  to 
the  Commission  by  a  contract  market 
of  an  FCM’s  failure  to  file  a  notice 
pursuant  to  §  1.12  should  result  solely 
from  a  contract  market’s  normal  sur¬ 
veillance.”  This  commentator  stated. 
"No  additional  burdens  should  be 
placed  on  the  contract  market  by 
virtue  of  this  new  regulation.”  The 
Commission  did  not  intend  that  this 
regulation  impose  additional  burdens, 
and  contract  markets  will  be  required 
to  report  only  when  they  know  or 
should  have  known  of  a  violation  of 
the  early  warning  system. 

Qualifications  and  Reports  of 
Accountants 

Proposed  regulation  1.16(b)(1)  estab¬ 
lishes  the  qualifications  which  accoun¬ 
tants  must  meet  to  practice  before  the 
Commission.  The  Commission  will  rec¬ 
ognize  only  certified  public  accoun¬ 
tants  who  are  duly  registered  and  in 
good  standing  under  the  laws  of  their 
place  of  residence  or  principal  office; 
and  licensed  public  accounts  who  were 
duly  licensed  on  or  before  December 
31,  1970,  and  in  good  standing  under 
the  laws  of  their  place  of  residence  or 
principal  office.  The  Commission  re¬ 
ceived  two  comments  on  this  para¬ 
graph.  Both  pointed  out  that  the  pro¬ 
posed  regulations  are  in  conformity 
with  the  position  of  the  Comptroller 
Genera)  of  the  United  States, 11  and 
one  commentator  commended  the 
Commission  on  its  forthright  stand  on 
the  issue.  The  other  commentator, 
however,  objected  to  the  Commission’s 
adopting  the  Comptroller  General's 
restriction  as  to  which  non-certified 
public  accountants  may  be  considered 
qualified  for  the  purposes  of  practic¬ 
ing  before  the  Commission.  In  view  of 
the  Comptroller  General’s  stance,  the 
Commission  does  not  propose  to 
amend  its  qualification  standards. 

Proposed  regulation  1.16(b)(3)  con¬ 
cerns  the  independence  standards 
which  accountants  must  meet  to  prac¬ 
tice  before  the  Commission.  One 
group  of  commentators  in  a  combined 
letter  stated  their  belief  that  it  w’ould 
be  inappropriate  for  the  exchanges  to 
be  required  to  oversee  the  indepen¬ 
dence  of  accountants,  and  stated  that 
the  rule  requiring  independence  of  ac¬ 
countants  in  the  securities  industry  is 
enforced  directly  by  the  Securities  and 
Exchange  Commission.  The  Commis¬ 
sion  wishes  to  make  it  clear,  in  re¬ 
sponse  to  this  comment,  that  its  regu¬ 
lations  will  govern  the  independence 
of  accountants  in  connection  with  the 
audits  of  FCM's  and  does  not  intend  to 
delegate  this  responsibility  to  the  self- 
regulatory  organizations. 


"  Report  of  the  Comptroller  General  of 
the  United  States  to  Congress  on  Improve¬ 
ments  Needed  in  Regulation  of  Commodity 
Futures  Trading  (June  24,  1975). 
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Several  commentators  recommended 
that  independent  auditors  should  be 
required  to  issue  supplemental  reports 
describing  material  weaknesses  in  in¬ 
ternal  controls  found  to  have  existed 
since  the  date  of  their  previous  exami¬ 
nation  instead  of  including  such  a 
report  as  part  of  the  independent  ac¬ 
countant’s  report  on  the  financial- 
statements.  Based  on  these  comments, 
the  Commission  is  proposing  a  new 
section  1  16(c)(5)  which  would  require 
an  independent  accountant  to  issue  a 
separate  report  on  material  inadequa¬ 
cies.  The  Commission  is  eliminating 
the  requirement  that  the  independent 
accountant  state  in  his  report  on  the 
financial  statements  whether  a  review 
was  made  of  the  procedures  followed 
for  safeguarding  customer  and  firm 
assets  in  accordance  with  the  provi¬ 
sions  of  the  Act  and  the  regulations. 
Several  commentators  felt  that  the 
language  in  proposed  regulation 
1.16(d)  concerning  material  inadequa¬ 
cies  was  too  broad  and  requested  that 
it  be  narrowed.  The  Commission  has 
responded  to  these  comments  by 
adding  language  to  §  1.16(d)(2)(iv) 
limiting  violations  of  the  Commission’s 
segregation,  recordkeeping,  or  finan¬ 
cial  reporting  regulations  requred  to 
be  reported  to  those  that  could  reason¬ 
ably  be  expected  to  result  in  the  condi¬ 
tions  prescribed  in  paragraphs  (d)(2) 
(i),  (ii)  and  (iii)  of  proposed  regulation 
1.16. 

Regulation  1.16(e)  as  originally  pro¬ 
posed,  would  have  required  that  an 
auditor  who  determines,  in  the  course 
of  an  audit,  that  any  material  inade¬ 
quacies  exist  in  the  internal  controls 
of  the  FCM,  must  call  such  inadequa¬ 
cies  to  the  attention  of  the  FCM  who 
must  then  inform  the  Commission  and 
the  designated  self -regulatory  organi¬ 
zation  of  the  inadequacies  within 
twenty-four  hours.  Several  commenta¬ 
tors  feared  that  twenty-four  hours 
would  not  be  long  enough  for  compli¬ 
ance  with  this  requirement,  and  sug¬ 
gested  that  three  business  days  would 
be  more  realistic.  Proposed  regulation 
1.16(e)  has  been  amended  to  allow 
three  business  days  for  notification. 

Minimum  Financial  Requirements 

General.  Several  commentators  sug¬ 
gested  that  broker-dealers  who  are  al¬ 
ready  regulated  by  the  SEC  and  who 
are  also  registered  as  FCM’s  should  be 
exempt  from  the  Commission’s  pro¬ 
posed  minimum  financial  require¬ 
ments.  The  Commission  does  not  be¬ 
lieve  that  it  can  grant  such  an  exemp¬ 
tion  consistent  with  its  responsibilities 
under  the  Commodity  Exchange  Act 
(the  “Act”).  By  exempting  ths  catego¬ 
ry  of  FCM's  from  its  financial  require¬ 
ments  the  Commission  believes  that 
effective  regulatory  surveillance  for  fi¬ 
nancial  responsibility  would  be  pre¬ 
cluded.  In  addition,  should  the  Com¬ 
mission  after  granting  such  an  exemp¬ 


tion  suspect  that  a  firm  is  violating 
the  SEC’s  requirements,  it  would  be 
placed  in  the  position  of  having  to  rely 
completely  on  that  Agency  to  take  the 
necesary  action  to  insure  that  the  firm 
was  brought  into  compliance  with  its 
obligations  under  the  Act,  inasmuch  as 
the  Commission  lacks  the  authority  to 
enforce  SEC  regulations.  The  Commis¬ 
sion  believes  that  this  situation  could 
foster  incongruous  results  which 
would  be  intolerable  in  light  of  its  own 
obligations  under  the  Act.  As  was  indi¬ 
cated  in  the  Federal  Register  notice 
which  accompanied  the  proposed 
amendments  to  section  1.17  14  the  Com¬ 
mission’s  staff  and  representatives  of 
the  SEC  have  initiated  cooperative  ef¬ 
forts  in  connection  with  their  respec¬ 
tive  financial  regulations.  In  part  as  a 
result  of  such  efforts,  the  Commission 
is,  for  example,  proposing  several 
amendments  to  its  regulations,  includ¬ 
ing  the  incorporation  by  reference  of 
the  SEC’s  safety  factors  or  "haircuts” 
on  securities.  In  addition,  the  Commis¬ 
sion  recommends  that  the  SEC  amend 
its  regulations  to  incorporate  by  refer¬ 
ence  the  Commission’s  safety  factors 
on  futures.  If  this  step  is  taken,  it  will 
provide  the  requisite  uniformity  to 
permit  those  FCM's  which  are  also 
registered  with  the  SEC  as  securities 
broker-dealers  to  comply  with  the 
Commission’s  financial  reporting  re- 
quirments  by  simply  filing  copies  of 
the  SEC’s  FOCUS  Report 14  with  the 
self-regulatory  organizations  and  the 
Commission. 

Two  commentators  stated  they  fa¬ 
vored  the  utilization  of  a  working  cap¬ 
ital  concept  rather  than  a  net  capital 
concept  for  the  minimum  financial 
regulations.  In  determining  compli¬ 
ance  with  the  minimum  financial  reg¬ 
ulations  a  working  capital  concept 
w'ould  not  take  long  term  debt  into 
consideration.  The  Commission  be¬ 
lieves,  as  it  has  stated  previously, 1# 
that  the  working  capital  concept 
which  allows  an  FCM  to  finance  its 
business  solely  through  the  use  of 
non-subordinated,  long-term  debt  is  a 
major  shortcoming  of  the  current  fi¬ 
nancial  regulations.  The  Commission 
believes  that  a  futures  commission 
merchant  must  have  a  permanent  cap¬ 
ital  base  for  its  operations.  Any  mini¬ 
mum  financial  regulation  which  per¬ 
mits  an  FCM  to  finance  its  operations 
as  described  above  and  thus  actually 
be  “insolvent”  and  still  comply  with 
those  requirements  is  seriously  defi¬ 
cient. 

The  Commission  is  aware  of  the  con¬ 
cerns  expressed  within  the  industry 
that  the  subtraction  of  long-term  debt 
from  current  assets  in  computing  ad- 


“42  FR  27168  (May  26.  1977). 

“Financial  and  Operational  Combined 
Uniform  Single  Report  Under  the  Securities 
Exchange  Act  of  1934. 

16  42  FR  27167  (May  26,  1977). 


justed  net  capital  would  needlessly  ex¬ 
clude  a  certain  class  of  firms  from  reg¬ 
istration  as  FCM’s,  to  the  detriment  of 
the  commodities  futures  industry. 
Such  firms  would  be  those  whose  pri¬ 
mary  business  is  other  than  the  bro¬ 
kerage  business  and  whose  FCM  busi¬ 
ness  is  merely  incidental  to  their  pri¬ 
mary  business  activities.  These  firms 
typically  make  extensive  use  of  long¬ 
term  debt  to  finance  their  primary 
business  activities,  and  many  of  their 
assets  acquired  through  the  use  of 
long-term  debt  would  not  fall  within 
the  definition  of  “current  assets” 
under  proposed  regulation  1.17.  There¬ 
fore,  such  assets  could  not  offset  long¬ 
term  debt  in  evaluating  the  financial 
status  of  such  firms  and  this  would 
make  it  impossible  for  them  to  comply 
with  the  Commission’s  proposed  mini¬ 
mum  financial  requirements.  The 
Commission  does  not  believe  these 
concerns  are  valid  because  proposed 
regulation  1.17  would  permit  an  FCM 
to  reduce  its  long-term  liabilities  in 
evaluating  its  financial  status  to  the 
extent  of  the  net  book  value  of  the 
plant,  property  and  equipment  which 
is  used  in  the  ordinary  course  of  any 
trade  or  business  for  a  reportable  seg¬ 
ment  of  the  firm’s  business,  other 
than  in  the  commodity  futures,  com¬ 
modity  option,  securities  and  securities 
option  segments. 

Two  contract  markets  commented 
that  it  is  important  for  a  firm  which  is 
experiencing  financial  difficulties  to 
be  able  to  get  any  infusion  of  addition¬ 
al  funds  without  restricting  these  ad¬ 
ditional  funds  to  subordinating  debt  or 
equity  capital.  The  Commission  be¬ 
lieves  these  comments  have  merit  and 
is  therefore  adding  language  to  pro¬ 
posed  regulation  1.17  which  would 
allow  self -regulatory  organizations  and 
the  Commission  at  their  discretion,  to 
temporarily  suspend  the  subordina¬ 
tion  requirements  of  paragraph  Th)  of 
proposed  regulation  1.17,  and  permit 
the  substitution  of  long  term  debt  for 
subordinated  debt  for  up  to  30  days. 
The  temporary  suspension  of  the  re¬ 
quirements  of  proposed  regulation 
1.17(h)  under  proposed  regulation 
1.17(h)(4)  may  be  granted  with  respect 
to  a  particular  PCM  only  once  during 
any  twelve  month  period. ,T 

Regulation  1.17(a)(4)  as  proposed  re¬ 
quired  a  registrant  to  comply  with 
§  1.17  at  all  times  and  to  be  able  to 
demonstrate  such  compliance  to  the 
satisfaction  of  the  Commission  and/or 


11  Paragraph  (h)  of  proposed  regulation 
1.17  defines,  in  detail,  satisfactory  subordi¬ 
nation  agreements.  The  definition  is  the 
same  as  that  employed  by  the  SEC  except 
for  those  FCM's  electing  to  comply  with  the 
minimum  capital  requirements  of  proposed 
regulation  1.17(g),  (for  such  FCM’s  certain 
specific  provisions  have  been  added  which 
relate  directly  to  the  requirements  to  which 
they  are  subject)  and  the  proposed  amend¬ 
ment  described  above. 


FEDERAL  REGISTER,  VOL.  43,  NO.  69— MONDAY,  APRIL  10,  1978 


PROPOSED  RULES 


15077 


any  self-regulatory  organization  of 
which  the  registrant  is  a  member.  A 
registrant  which  did  not  meet  these 
requirements  would  immediately  have 
to  cease  doing  business  (except  trading 
for  liquidating  purposes  only)  as  a  fu¬ 
tures  commission  merchant  until  such 
time  as  the  registrant  could  demon¬ 
strate  such  compliance.  Many  com¬ 
mentators  questioned  the  use  of  the 
phrase  "at  all  times”;  stating  that  this 
language  would  be  impossible  to 
comply  with  and  requested  clarifica¬ 
tion. 

In  part  as  a  result  of  these  com¬ 
ments.  proposed  paragraph  1.17(a)(4) 
has  been  revised  and  divided  into  two 
paragraphs.  1.17(a)(3)  and  1.17(a)(4). 
Proposed  regulation  1.17(a)(3)  pro¬ 
vides  that  no  person  applying  for  reg¬ 
istration  as  a  futures  commission  mer¬ 
chant  shall  be  so  registered  unless 
such  person  affirmatively  demon¬ 
strates  to  the  satisfaction  of  the  Com¬ 
mission  that  it  complies  with  the  fi¬ 
nancial  requirements  of  this  section 
1.17.  The  paragraph  further  requires 
that  each  registrant  be  in  compliance 
with  proposed  regulation  1.17  at  all 
times  and  to  be  able  to  demonstrate 
such  compliance  to  the  satisfaction  of 
the  Commission  and/or  the  designated 
self-regulatory  organization  at  all 
times. 

Proposed  regulation  1.17(a)(4)  re¬ 
quires  a  registrant  which  cannot  dem¬ 
onstrate  compliance  with  the  require¬ 
ments  of  section  1.17  immediately  to 
transfer  all  customer  accounts  and 
cease  doing  business  (except  transac¬ 
tions  for  liquidation  purposes).  Howev¬ 
er,  if  such  registrant  immediately  dem¬ 
onstrates  to  the  satisfaction  of  the 
Commission  or  the  designated  self- 
regulatory  organization  the  ability  to 
get  into  compliance,  the  Commission 
or  the  designated  self-regulatory  orga¬ 
nization  may  allow  the  registrant  up 
to  10  days  in  which  to  do  so  without 
having  to  transfer  accounts  and  cease 
doing  business.  This  paragraph  is  in¬ 
tended  to  provide  a  specific  procedure 
in  the  event  a  registrant  fails  to 
comply  with  the  requirement  of  pro¬ 
posed  paragraph  (a)(4),  and  is  not  in¬ 
tended  to  limit  or  preclude  action  by 
the  Commission  or  the  designated  self- 
regulatory  organization  for  violations 
of  any  of  the  provisions  of  section 
1.17.  Thus,  for  example,  the  Commis¬ 
sion  or  the  designated  self-regulatory 
organization  might  deem  it  appropri¬ 
ate  to  take  action  against  a  registrant 
which  has  not  been  in  compliance  with 
the  requirements  of  section  1.17  re¬ 
gardless  of  the  fact  that  such  regis¬ 
trant  gets  into  compliance  within  10 
business  days. 

One  commentator  stated  that  the 
reference  in  the  proposed  regulations 
to  Securities  Exchange  Act  Rule  15c3- 
1  18  (the  SEC’s  “net  capital  rule”)  is  in- 

"17CFR  240.15c3-l. 


appropriate,  because  it  would  require 
an  FCM,  as  a  result  of  its  securities 
transactions  which  do  not  necessitate 
registration  with  the  SEC  and  which 
may.  in  fact,  be  inconsequential  trans¬ 
actions  vis-a-vis  the  PCM’s  total  busi¬ 
ness,  to  be  fully  aware  of  every  provi¬ 
sion  of  the  SEC’s  net  capital  rule.  The 
Commission  believes  that  its  reference 
to  the  SEC’s  rule  is  necessary,  because 
with  respect  to  those  matters  which 
are  peculiar  to  the  securities  industry 
the  Commission  should  rely  on  the  ex¬ 
pertise  of  the  SEC.  Therefore,  if  the 
SEC’s  rule  is  relied  upon  without 
being  incorporated  by  reference,  each 
amendment  of  that  rule  would  necessi¬ 
tate  a  corresponding  amendment  of 
the  Commission’s  regulations  and  this 
would  be  an  unnecessary  duplication 
of  effort.  Moreover,  FCM’s  which  are 
not  also  registrants  of  the  Securities 
and  Exchange  Commission  will  only 
have  to  be  familiar  with  only  those 
provisions  of  the  SEC’s  net  capital 
rule  (.e.g.,  "haircut”  regulation  for  se¬ 
curities)  which  apply  to  such  PCM’s. 

Current  assets.  Regulation 
1.17(c)(2)(i)  as  proposed  would  have 
excluded  from  current  assets  any  un¬ 
secured  commodity  futures  or  option 
accounts  containing  a  ledger  balance 
and  open  trades,  the  combination  of 
which  liquidate  to  a  deficit  or  contain¬ 
ing  a  debit  ledger  balance.  However, 
the  proposed  regulation  would  have 
permitted  such  deficits  or  debit  ledger 
balances  which  are  the  subject  of  calls 
for  margin  or  other  required  deposits 
which  are  outstanding  five  business 
days  or  less  to  be  included  in  current 
assets.  Several  commentators  felt  that 
the  financial  regulations  should  allow 
customers  more  time  to  respond  to 
margin  calls.  Other  commentators  sug¬ 
gested  that  no  unsecured  deficits  or 
customer  ledger  balances  should  be  in¬ 
cluded  in  current  assets.  These  com¬ 
mentators  argued  that  the  existence 
of  unsecured  deficits  or  debit  ledger 
balances  of  customers  constituted  un¬ 
warranted  risks  to  the  firm.  The  Com¬ 
mission  agrees  with  this  latter  argu¬ 
ment  and  is,  therefore,  proposing  to 
allow  deficits  or  debit  ledger  balances 
only  to  the  extent  that  they  are  sub¬ 
ject  of  current  calls  for  margins  or 
other  required  deposits  which  are  out¬ 
standing  one  business  day  or  less. 

Commentators  had  two  major  con¬ 
cerns  with  the  Commission’s  proposed 
treatment  of  unsecured  trade  accounts 
receivable:  (i)  the  proposed  regulation 
was  no  narrow  that  it  would  eliminate 
all  receivables  which  are  not  related  to 
the  sale  or  trading  of  commodities  or 
commodities  futures;  and  (ii)  the  time 
allowed  for  collection  of  such  receiv¬ 
ables  was  too  short.  In  part  in  re¬ 
sponse  to  these  comments,  the  Com¬ 
mission  has  amended  proposed  regula¬ 
tion  1 . 1 7( c )( 2 )( ii )( A )  to  characterize  as 
current  assets  receivables  resulting 
from  the  marketing  of  all  inventories 


commonly  associated  with  the  busi¬ 
ness  activities  of  the  FCM  and  has  ex¬ 
tended  the  time  (to  seventy-five  days 
from  the  date  they  arise)  allowed  for 
such  receivables  to  be  outstanding  and 
still  be  included  in  current  assets. 

The  proposed  regulation  concerning 
insurance  claims  which  are  allowed  as 
current  assets  in  computing  an  FCM’s 
capital,  received  criticism  from  com¬ 
mentators  who  are  engaged  in  other 
business  activities  besides  the  broker¬ 
age  business.  These  commentators  felt 
that  the  regulation  would  not  permit  a 
commodity  firm  to  take  into  account 
its  insurance  claims  such  as  a  claim 
based  upon  losses  related  to  the  de¬ 
struction  of  a  grain  elevator.  The 
Commission  is  therefore  proposing 
regulation  1.17(c)(2)(ii)(E)  to  provide 
that  insurance  claims  which  arise 
from  a  reportable  segment  of  the 
PCM's  business  activities,  other  than 
the  brokerage  business,  and  which  are 
not  more  than  seventy-five  days  old 
from  the  date  they  are  recorded  as  a 
receivable  may  be  included  in  current 
assets. 

Proposed  §  1.17  would  have  excluded 
unrealized  commissions  from  current 
assets  and  a  number  of  commentators 
suggested  that  such  commissions  re¬ 
ceivable  are  legitimate  current  assets. 
The  Commission  agrees;  therefore,  it 
has  deleted  the  specific  exclusion  of 
unrealized  commissions  from  current 
assets  and  proposes  to  allow  the  firms 
to  include  unrealized  commissions  as 
current  assets  to  the  extent  that  the 
account  in  respect  of  which  such  com¬ 
missions  are  earned  its  properly  mar¬ 
gined. 

Several  commentators  expressed 
concern  that  inventory  items  such  as 
seeds,  fertilizers,  fuels  and  other  farm 
supply  products  would  be  excluded  as 
current  assets  under  the  proposed  reg¬ 
ulations.  To  make  it  clear  that  this 
was  not  the  Commission’s  intention,  a 
paragraph  has  been  added  to  the  pro¬ 
posed  regulation  which  specifically 
allows  inventories  held  for  resale 
which  are  commonly  associated  with 
the  business  activity  of  the  FCM  to  be 
included  in  current  assets. 

The  disallowance  of  Board  of  Trade 
Clearing  Corporation  stock  as  an  asset 
was  criticized,  since  this  stock  can  be 
used  as  margin.  Commentators  sug¬ 
gested  that  the  disallowance  of  the 
Clearing  Corporation’s  stock  and 
other  guarantee  deposits  at  clearing 
corporations  would  put  clearing  mem¬ 
bers  at  a  severe  disadvantage  vis-a-vis 
all  other  participants  in  the  futures 
markets.  In  light  of  these  comments 
and  the  Commission’s  decision  to  rec¬ 
ognize  the  benefits  of  contract  market 
membership,  language  has  been  added 
to  the  proposed  regulation  which  spe¬ 
cifically  allows  as  current  assets  guar¬ 
antee  deposits  with,  and  stock  of, 
clearing  organizations  to  the  extent  of 
their  margin  value. 
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Secured  transactions.  The  previous 
proposal  would  not  have  amended  the 
definitions  of  “secured”  from  the  cur 
rent  regulations.  One  commentator 
pointed  out  that  the  Commission's 
definition  of  this  term  might  have  po¬ 
tentially  devastating  effect  if  applied 
to  securities  broker-dealers,  because 
certain  items  which  would  not  be  con¬ 
sidered  secured  under  the  definition 
could  not  be  included  in  current 
assets.  The  commentator  cited  such 
items  ?s  securities  which  broker-deal¬ 
ers  are  failing  to  deliver;  securities 
borrowed  in  order  to  effectuate  deliv¬ 
ery;  and  customers'  bona  fide  cash  po¬ 
sitions  containing  open,  unpaid  pur¬ 
chases  which  have  decreased  in  value. 
Paragraph  (bXl)  of  proposed  regula¬ 
tion  1.17  states  “where  an  asset  or  li¬ 
ability  which  is  defined  in  Securities 
Exchange  Act  Rule  15c3-l  (17  CPR 
240.15c3-l),  the  inclusion  or  exclusion 
of  all  or  part  of  such  assets  or  liabil¬ 
ities  for  the  computation  of  adjusted 
net  capital  and  aggregate  indebtedness 
shall  be  in  accordance  with  Securities 
and  Exchange  Commission  rules, 
unless  specifically  stated  otherwise  in 
§1.17”.  The  intent  of  this  provision  is 
to  treat  transactions  which  relate 
solely  to  the  securities  industry  the 
same  under  Commission  regulations  as 
such  transactions  would  be  treated 
under  the  SEC’s  rules.  Since  the  ex¬ 
amples  described  by  the  commentator 
relate  to  transactions  which  arise 
solely  in  the  securities  industry  these 
items  would  not  be  excluded  from  cur¬ 
rent  assets  in  computing  net  capital. 

Another  commentator  questioned 
the  applicability  of  the  “secured”  defi¬ 
nition  in  view  of  the  book  entry 
system  for  U.S.  Treasury  bills.  This 
comment  led  the  Commission  to 
amend  its  initial  proposal  (which  re¬ 
quired  that  the  collateral  which  is 
used  to  secure  the  transaction  be  in 
the  possession  and  control  of  the 
FCM)  to  require  that  the  collateral  be 
in  the  possession  or  control  of  the 
FCM.  Control  for  the  purposes  of  this 
section  w'ould  include  U.S.  Treasury 
bills  on  a  book  entry  system  and  other 
securities  pledged  to  secure  a  loan 
which  are  in  the  possession  of  the 
party  making  such  a  loan. 

Liabilities.  The  regulation  as  previ¬ 
ously  proposed  would  have  excluded 
from  liabilities  in  computing  net  cap¬ 
ital.  liabilities  classified  as  long-term 
in  accordance  with  generally  accepted 
accounting  principles  to  the  extent  of 
the  net  book  value  of  plant,  property, 
and  equipment  which  is  used  in  the 
processing,  manufacture,  storage  or 
shipment  of  commodities,  their  prod¬ 
ucts  and  by-products  in  a  reportable 
segment  of  the  applicant’s  or  regis¬ 
trant’s  overall  business  activities, 
other  than  in  the  brokerage  business. 
Several  commentators  suggested  that 
the  proposed  language  be  broadened 
to  allowr  long-term  debt  to  be  excluded 


from  liabilities  in  computing  net  cap¬ 
ital  to  the  extent  of  the  net  book  value 
of  plant,  property,  and  equipment 
which  is  used  in  any  trade  or  business 
which  is  a  reportable  segment  of  the 
FCM's  overall  business  activities  other 
than  the  brokerage  business.  The 
Commission  believes  that  this  com¬ 
ment  has  merit  and  has  amended  its 
proposal  accordingly. 

Safety  factors:  Several  commentators 
pointed  out  that  the  proposed  five  per¬ 
cent  deduction  on  unsecured  trade  ac¬ 
counts  receivable  does  not  take  into 
account  any  reserves  established  for 
uncollectable  receivables.  In  view  of 
this  comment  and  the  fact  the  Com¬ 
mission  is  proposing  to  allow  such  re¬ 
ceivables  to  be  included  as  current 
assets  for  no  longer  than  seventy-five 
days  from  the  date  that  they  arise,  the 
Commission  has  decided  to  eliminate 
the  five  percent  charge  on  these  re¬ 
ceivables. 

Proposed  regulation  1.17(c)(5)(ii)  has 
been  renumbered  as  paragraph 
(c)(5)(i),  and  the  proposed  ten  percent 
charge  on  advances  has,  in  view  of  the 
position  taken  by  many  commentators 
that  a  10%  “haircut”  on  such  advances 
is  inordinately  high,  been  reduced  to 
5%. 

Many  commentators  criticized  the 
Commission’s  proposed  capital  charges 
on  inventories,  fixed  price  contracts, 
and  forward  contracts  as  being  inordi¬ 
nately  large  in  relation  to  the  risks  as¬ 
sumed.  Two  commentators  suggested 
that  the  charges  on  these  positions  be 
based  on  the  net  “at  risk”  cash  posi¬ 
tion.  These  commentators  suggested 
that  the  Commission  require  all  cash 
positions  to  be  marked  to  their  market 
value  and  require  the  safety  factor  to 
be  based  upon  the  net  “at  risk”  posi¬ 
tion.  The  Commission  believes  that 
these  comments  have  merit  and  is  ac¬ 
cordingly  proposing  to  base  the  capital 
charges  on  all  inventory,  fixed  price 
commitments  and  forward  contracts 
upon  the  net  position  of  the  FCM.  In 
addition,  the  Commission  has  changed 
the  percentage  charges  which  are  ap¬ 
plicable  to  these  positions  to  conform 
with  this  new  approach. 

One  commentator  suggested  that 
regulation  1.17(c)(5)(v)  would  permit 
non-broker-dealer/FCM’s  to  use  re¬ 
duced  capital  charges  applicable  to  se¬ 
curity  positions.  Security  positions  of 
broker-dealers  who  elect  to  calculate 
their  adjusted  net  capital  pursuant  to 
SEC  Rule  15c3-l(f)  are  subject  to  re¬ 
duced  charges  under  that  rule.  Howev¬ 
er,  the  provisions  of  that  rule  have  the 
effect  of  increasing  certain  deposit  re¬ 
quirements  for  those  broker-dealers. 
The  commentator  suggested  that  non- 
broker-dealers/FCM’s  are  not  subject 
to  the  increased  deposit  requirements 
and  accordingly  should  not  be  permit¬ 
ted  to  take  advantage  of  the  reduced 
capital  charges  provided  in  the  SEC’s 
regulations.  The  proposed  regulations 


would  permit  only  securities  brokers 
and  dealers  to  utilize  the  reduced 
charges. 

As  previously  discussed  in  this  Fed¬ 
eral  Register  release,  the  Commission 
is  amending  its  proposal  with  respect 
to  safety  factors  on  commodity  fu¬ 
tures  accounts  and  grantor  commodity 
option  accounts.  The  proposed  safety 
factors,  as  revised,  would  be  for  cus¬ 
tomer  and  non-customer  positions, 
based  upon  the  amount  by  which  any 
account  is  under-margined  (after  a 
specific  number  of  days  which  would 
be  allowed  for  collection)  and  for  pro¬ 
prietary  positions  based  upon  a  multi¬ 
ple  of  the  contract  market  margin  re¬ 
quirements.  The  proposed  regulations 
require  a  capital  charge  for  under- 
margined  customer  commodity  futures 
accounts  and  grantor  commodity  op¬ 
tions  accounts  to  the  extent  of  the 
total  amount  of  cash  required  in  each 
such  account  to  meet  the  maintenance 
margin  requirements  of  the  board  of 
trade  on  which  the  contract  that  is 
the  subject  of  the  margin  requirement 
is  traded,  after  application  of  calls  for 
margin,  or  other  required  deposits, 
which  are  outstanding  five  business 
days  or  less  until  December  31,  1979, 
four  business  days  or  less  until  Decem¬ 
ber  31,  1980,  and  three  business  days 
or  less  thereafter.  For  under-mar¬ 
gined,  non-customer  and  omnibus  com¬ 
modity  futures  and  grantor  commod¬ 
ity  option  accounts,  the  safety  factor 
would  be  the  amount  of  cash  required 
in  each  such  account  to  meet  the 
maintenance  margin  requirements  of 
the  applicable  board  of  trade  on  which 
the  contract  that  is  the  subject  of  the 
margin  is  traded  after  application  of 
calls  for  margin  or  other  required  de¬ 
posits  which  are  outstanding  two  busi¬ 
ness  days  or  less. 

The  safety  factors  on  open  futures 
contracts  and  grantor  commodity  op¬ 
tions  held  in  proprietary  accounts  car¬ 
ried  by  the  FCM  which  are  not  cov¬ 
ered  (as  defined  in  regulation  1.17(j)) 
by  a  position  held  by  the  FCM  or 
which  are  not  the  result  of  a  “changer 
trade,”  shall  be:  (i)  for  the  positions 
cleared  by  a  clearing  member  of  an  ex¬ 
change,  the  margin  requirement  of  the 
clearing  organization;  (ii)  for  an  FCM 
which  is  a  member  of  any  contract 
market  or  domestic  commodity  option 
exchange  150%  of  the  greater  of  the 
maintenance  margin  requirement  of 
the  applicable  board  of  trade  or  clear¬ 
ing  organization;  and  (iii)  for  those 
FCM’s  who  are  not  members  of  any 
contract  market  or  domestic  commod¬ 
ity  option  exchange  200%  of  the  appli¬ 
cable  maintenance  margin  require¬ 
ment  of  the  applicable  board  of  trade 
or  clearing  organization  whichever  is 
greater. 

Except  for  the  charges  respecting 
under-margined  accounts  described 
above,  the  Commission  has  deleted 
from  the  proposed  financial  regula- 
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tions,  the  safety  factors  on  customer 
open  futures  contracts  and  grantor 
commodity  options. 

The  proposed  regulations  require  an 
FCM  who  is  the  "taker”  of  a  commod¬ 
ity  option  to  charge  the  premium  to 
expense  and  who  is  the  "grantor”  of  a 
commodity  option  to  recognize  the 
premium  as  income  in  computing  ad¬ 
justed  net  capital.  In  addition,  there 
would  be  a  safety  factor  on  commodity 
options  carried  long  by  the  FCM 
which  would  be  the  same  safety  factor 
required  if  the  FCM  were  a  grantor  of 
a  commodity  option,  but  the  charge 
would  not  exceed  the  value  attributed 
to  such  option  by  the  FCM  in  comput¬ 
ing  its  current  assets. 

Aggregated  Indebtedness.  Several 
commentators  criticized  the  proposed 
definitions  of  "aggregate  indebted¬ 
ness”  in  the  proposed  regulations,  be¬ 
cause  under  its  terms  an  FCM  which 
obtains  a  loan  secured  by  documents 
which  are  eligible  for  delivery  to  fi¬ 
nance  delivery  of  spot  commodities 
would  have  been  required  to  include 
that  loan  in  its  aggregate  indebtedness 
if  such  loan  were  obtained  on  behalf 
of  a  customer.  These  commentators 
stated  that  when  a  customer’s  position 
is  fully  hedged,  it  is  virtually  certain 
that  the  receivable  from  the  customer 
will  be  collected,  and  that  the  risks  as¬ 
sumed  by  the  FCM  in  these  situations 
are  so  small  that  the  regulation  should 
not  be  drafted  to  require  that  the 
loans  in  respect  of  such  positions  be 
included  in  aggregate  Indebtedness. 
The  Commision  believes  these  com¬ 
ments  have  merit  and  is  proposing  reg¬ 
ulation  1.17(c)(6)(ii)  which  excludes 
from  aggregate  indebtedness,  indebt¬ 
edness  arising  in  connection  with  ad¬ 
vances  to  non-proprietary  accounts 
when  such  indebtedness  is  adequately 
collateralized  by  spot  commodities  eli¬ 
gible  for  delivery  on  a  contract  market 
and  when  such  spot  commodites  are 
fully  hedged. 

One  commentator  stated  that  the 
exclusions  from  aggregate  indebted¬ 
ness  should  not  be  limited  to  the 
credit  balances  in  the  accounts  of  gen¬ 
eral  partners  but  should  include  all  eq¬ 
uities  in  accounts  of  general  partners. 
It  was  not  the  intention  of  the  Com¬ 
mission  to  limit  the  exclusion  to  cash 
credit  balances,  and  the  Commission 
has,  therefore  changed  the  wording  of 
the  proposed  regulations  to  make  this 
clear. 

Withdrawal  of  equity  capital.  Pro¬ 
posed  regulation  1.17(e)  prohibits  cer¬ 
tain  withdrawals  of  equity  capital,  ad¬ 
vances,  or  loans  to  certain  associated 
persons  if,  after  giving  effect  to  such 
withdrawals,  advances,  or  loans  and  to 
certain  debt  payments  payable  during 
the  following  six  months,  adjusted  net 
capital  of  the  FCM  would  fall  below 
certain  minimum  requirements.  This 
provision  would  apply  regardless  of 
whether  the  FCM  is  currently  obligat¬ 


ed  to  permit  such  withdrawals,  ad¬ 
vances,  or  loans.  One  commentator 
stated  that  an  exemption  from  such 
commitments  to  take  account  of  cur¬ 
rent  contractural  obligations  should 
be  incorporated  into  the  regulation, 
because  he  believed  that  if  the  pro¬ 
posed  regulation  were  adopted,  it 
would  affect  the  ability  of  FCM's  to 
meet  current  contractual  obligations. 
The  commentator  further  stated  that 
if  the  withdrawals,  advances,  or  loans 
cause  an  FCM’s  adjusted  net  capital  to 
fall  below  the  minimum  required 
levels,  all  the  other  provisions  in  the 
rule,  including  the  early  warning 
system  under  proposed  regulation 
1.12,  will  remain  applicable.  The  Com¬ 
mission  does  not  believe  such  situa¬ 
tions  as  the  commentator  describes 
will  result  from  the  new  regulation, 
but  to  assure  that  these  and  other  sit¬ 
uations  are  dealt  with  effectively,  the 
Commission  has  added  specific  lan¬ 
guage  to  paragraph  (e)  of  proposed 
regulation  1.17  which  states  the  Com¬ 
mission  may  grant  relief  from  this 
paragraph  if  the  Commission  deems 
such  relief  to  be  in  the  public  interest 
or  for  the  protection  of  nonproprie¬ 
tary  accounts. 

Alternative  capital  requirement.  The 
Commission  proposed  an  alternative 
to  its  minimum  financial  requirement. 
Specifically  the  alternative  requires  a 
futures  commission  merchant  to  main¬ 
tain  adjusted  net  capital  equal  to  or  in 
excess  of  the  greater  of  $150,000 
($50,000  for  a  member  of  a  designated 
self-regulatory  organization)  or  4  per¬ 
cent  of  the  funds  required  to  be  segre¬ 
gated  pursuant  to  the  Act  and  the  reg¬ 
ulations  thereunder  plus,  for  FCM's 
which  are  also  securites  brokers  or 
dealers,  4  percent  of  aggregate  debit 
items  computed  in  accordance  with 
the  formula  for  determination  of  re¬ 
serve  requirements  contained  in  the 
SEC’s  Rule  15c3-3a  (17  CFR  240.1 5c3- 
3a). 19 

Several  FCM/broker-dealers  object¬ 
ed  to  the  proposed  addition  to  their 
net  capital  requirements.  The  Com¬ 
mission  believes  the  SEC’s  alternative 
capital  requirement  does  not  provide 
adequate  protection  for  commodity 
customers  of  FCM/broker-dealers,  es¬ 
pecially  those  whose  commodities 
business  is  large  compared  to  their  se¬ 
curities  business.  Therefore,  the  Com¬ 
mission  has  decided  not  to  change  the 
requirements  set  forth  above.  The 
Commission  believes  that  this  pro¬ 
posed  alternative  requirement  would 


Rule  15c3-3a  currently  provides  that  a 
broker-dealer  which  has  elected  to  operate 
pursuant  to  that  agency’s  alternative  mini¬ 
mum  net  capital  requirement  must  maintain 
adjusted  net  capital  equal  to  or  in  excess  of 
$100,000  or  4  percent  of  aggregate  debit 
items  computed  in  accordance  with  the  for¬ 
mula  for  determination  of  reserve  require¬ 
ments  for  brokers  and  dealers  (Exhibit  A  to 
SEC  Rule  15c3-3a,  17  CFR  240.15c3-3a). 


provide  adequate  protection  for  the 
commodity  customers  of  an  FCM  be¬ 
cause  of  its  inter-relationship  with  the 
FCM’s  segregation  requirements.  Sev¬ 
eral  other  commentators  agreed  with 
the  Commission’s  proposed  approach. 

Cover 

The  Commission  amended  §  1.3(z)  of 
its  regulations  effective  October  1. 
1977.  (42  FR  42748)  The  amendment 
generally  broadened  the  scope  of  the 
definition  of  bona  fide  hedging  trans¬ 
actions  or  positions  to  include  current 
commercial  risk-shifting  practices  in 
the  markets  regulated  by  the  Commis¬ 
sion.  The  intended  effect  of  the 
amendment  is  to  increase  commercial 
utilization  of  the  futures  markets  for 
the  purposes  of  hedging  by  allowing 
additional  exemptions  from  the  Com¬ 
mission's  limits  on  positions  and  daily 
trading,  and  by  recognizing  a  broader 
range  of  risk-shifting  uses  of  those 
markets. 

On  August  19,  1977,  the  Commission 
proposed  an  amendment  to  §  1.17  per¬ 
taining  to  minimum  financial  require¬ 
ments.90  This  amendment  would  have 
changed  §1.17,  which  currently  refers 
to  the  definition  of  bona  fide  hedging, 
so  that  it  would  include  only  those 
provisions  of  the  revised  bona  fide 
hedging  definition  which  are  substan¬ 
tially  the  same  as  those  in  the  previ¬ 
ous  definition.21  The  purpose  and 
effect  of  the  proposed  amendment  was 
to  correct  an  unintentional  change  in 
the  minimum  financial  requirements 
which  was  brought  about  by  the  adop¬ 
tion  of  the  new  definition  of  bona  fide 
hedging. 

The  proposed  amendment  to  §  1.17 
was  to  become  effective  on  October  1, 
1977,  simulaneously  with  the  revision 
of  the  bona  fide  hedging  definition.  In 
proposing  the  amendment  to  §1.17, 
the  Commission  stated  that  it  was  nec¬ 
essary  that  Lhe  effective  dates  of  the 
two  amendments  coincide  in  order  to 
avoid  "ambiguity  or  uncertainty  in  the 
method  by  which  futures  commission 
merchants  are  to  continue  to  comply 
with  §  1.17  •  •  •.**  However,  as  a  result 
of  the  comments  which  the  Commis¬ 
sion  received  and  of  it  own  review  of 
the  interrelationship  between  mini¬ 
mum  financial  requirements  and  the 
definition  of  bona  fide  hedging,  the 
Commission  determined  not  to  adopt 
the  proposed  amendment  to  §  1.17, 
pending  further  consideration  of  the 
related  issues. 

The  Commission  now  believes  it  nec¬ 
essary  to  develop  a  separate  hedging 
definition  which  will  be  termed 
"cover",  to  govern  the  treatment  of 
risk-shifting  devices  under  the  Com¬ 
mission’s  minimum  financial  require¬ 
ments. 

The  Commission’s  minimum  finan¬ 
cial  requirements  are  for  the  protec- 


“42  FR  42767  (August  24.  1977). 
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tion  of  commodity  futures  and  com¬ 
modity  option  customer  funds  and  the 
integrity  of  the  marketplace,  and  it 
follows  that  a  central  consideration 
with  respect  to  the  appropriate  treat¬ 
ment  of  a  proprietary  transaction  or 
position  is  whether  the  transaction  or 
position  operates  immediately  and 
continuously  to  shift  risks  incidental 
to  commercial  operations.  Therefore, 
the  Commission  believes  that  concep¬ 
tually.  the  definition  of  cover  should 
not  substantially  differ  from  that  of 
bona  fide  hedging.  However,  in  re-ex¬ 
amining  the  interrelationship  between 
the  minimum  financial  requirements 
and  the  bona  fide  hedging  definition, 
the  Commission  has  identified  several 
difficulties  which  necessarily  would 
have  resulted  from  a  reference  to  the 
bona  fide  hedging  definition  in  the 
minimum  financial  requirements,  and 
which  the  Commission  believes  are  re¬ 
solved  by  the  development  of  an  alter¬ 
native  concept. 

First,  the  bona  fide  hedging  defini¬ 
tion  is  primarily  intended  to  exempt 
certain  futures  transactions  from  the 
Commission's  speculative  limits.  As  a 
result,  the  definition  is  limited  in  ap¬ 
plication  to  "transactions  or  positions 
in  a  contract  for  future  delivery  on  [a] 
contract  market,”  and  it  principally 
deals  with  the  classification  of  those 
transactions  or  positions  in  markets 
where  the  Commission  has  speculative 
limits.  Thus,  risk-shifting  devices  not 
involving  such  limits  may  be  excluded 
from  the  definition  regardless  of  their 
characteristics  relative  to  the  mini¬ 
mum  financial  requirements. 

Second,  the  definition  of  bona  fide 
hedging  is  not  designed  to,  and  does 
not.  take  into  account  the  risk  of  cap¬ 
ital  impairment  which  a  particular 
transaction  or  position  might  entail. 
For  example,  transactions  which  are 
risk-shifting  in  character  may  be  con¬ 
sidered  bona  fide  hedging  even  though 
they  are  entered  into  for  the  purposes 
of  offsetting  fluctuations  in  the  value 
of  assets  which  are  not  owrned  and 
identified  at  the  time  of  entering  the 
transactions.  In  such  cases,  adverse 
market  movements  may  seriously  jea- 
pardize  capital  during  the  interval  be¬ 
tween  the  execution  of  the  risk-shift¬ 
ing  transactions  and  the  acquisition  of 
the  asset  they  are  to  hedge.  Inasmuch 
as  the  purpose  of  minimum  financial 
requirements  is  the  protection  of  com¬ 
modity  futures  and  commodity  option 
customers,  such  risks  cannot  be  ig¬ 
nored  in  determining  the  treatment 
that  a  particular  transaction  should 
receive  for  the  purposes  of  the  mini¬ 
mum  financial  requirements. 

Finally,  the  bone  fide  hedging  defi¬ 
nition  includes  many  provisions  which 
relate  to  the  maintenance  of  orderly 
markets  and  which  should  have  no 
effect  on  the  treatment  of  a  transac¬ 
tion  of  position  under  the  minimum  fi¬ 
nancial  requirements. 


Accordingly,  the  Commission  be¬ 
lieves  that  the  definition  of  "cover” 
should  take  into  account  transactions 
or  positons  whose  purpose  and  effect 
are  the  immediate  and  continuous 
shifting  of  risks  incidental  to  commer¬ 
cial  operations  and  which  do  not  entail 
a  significant  risk  of  capital  impair¬ 
ment,  regardless  of  whether  the  trans¬ 
actions  involve  the  purchase  or  sale  of 
a  futures  contract. 

Therefore,  the  Commission  is  pro¬ 
posing  a  definition  of  “cover”  which: 
(1)  Includes  all  contracts  for  future  de¬ 
livery  and  commodity  options;  (ii)  ex¬ 
cludes  anticipatory  hedging;  and  (iii) 
eliminates  the  provisions  of  the  bona 
fide  hedging  definition  which  relate 
solely  to  the  maintenance  of  orderly 
markets.  In  addition,  the  Commission 
will  consider  whether  transactions  and 
positions  other  than  those  enumerated 
in  paragraph  (j)(2)  of  proposed  regula¬ 
tion  1.17  are  within  its  definition  of 
cover,  upon  specific  request.  These 
transactions  or  positions  must  at  a 
minimum  meet  the  general  definition 
contained  in  paragraph  (j)(l)  of  pro¬ 
posed  regulation  1.17. 

Monthly  Computations  of  Adjusted 
Net  Capital 

As  previously  proposed,  regulation 
1.18  required  formal  computations  of 
adjusted  net  capital  as  of  the  close  of 
business  each  month.  Such  computa¬ 
tions  would  have  been  required  to  be 
completed  within  ten  business  days. 
Sixteen  commentators  questioned  the 
need  for  monthly  computations  and 
the  majority  of  these  writers  and  an¬ 
other  twelve  commentators  objected 
to  the  ten  day  time  frame  within 
which  the  computation  would  be  re¬ 
quired  to  be  completed.  Since  the 
Commission  believes  it  is  imperative 
that  an  early  warning  system  be  estab¬ 
lished  in  the  commodities  futures  in¬ 
dustry  and  it  further  believes  that  the 
monthly  computations  provide  the 
basis  for  the  early  warning  system  pro¬ 
posed  in  §  1.12,  the  Commission  does 
not  propose  to  amend  the  monthly  re¬ 
quirement.  The  Commission,  in  re¬ 
sponse  to  the  comments,  proposes  to 
extend  to  thirty  days  the  time  within 
which  the  computation  would  be  re¬ 
quired  to  be  completed. 

The  Requirement  of  Self- 
Regulatory  Oversight 

Regulation  1.52  requires  that  all 
self-regulatory  organizations  adopt 
minimum  financial  requirements  with 
uniform  computational  criteria  and 
permits  the  delegation  of  responsibil¬ 
ity  for  monitoring  the  financial  status 
of  FCM’s  to  a  single  self -regulatory  or¬ 
ganization.  Two  commentators  ques¬ 
tioned  the  Commission’s  legal  author¬ 
ity  to  compel  self-regulatory  organiza¬ 
tions  to  adopt  minimum  financial  and 
related  reporting  requirements  for 
FCM’s.  However,  the  Commission  be¬ 


lieves  its  authority  is  clear,  pursuant 
to  sections  4c,  4f.  4g,  5a,  8a,  and  17  of 
the  Act  **  to  require  self-regulatory  or¬ 
ganizations  to  adopt  specific  minimum 
financial  regulations  and  further  be¬ 
lieves  that  this  requirement  is  in  keep¬ 
ing  with  the  self-regulatory  concept 
which  is  plainly  envisioned  by  the  Act. 

One  contract  market  stated  that  ad¬ 
ditional  time  would  be  needed  for  the 
industry  and  the  exchanges  to  hire 
and  train  the  necessary  personnel  to 
insure  compliance  with  the  new'  finan¬ 
cial  regulations.  This  commentator 
stated  that  it  would  be  extremely  diffi¬ 
cult.  if  not  impossible,  on  short  notice 
to  hire  and  train  the  necessary  person¬ 
nel.  Another  commentator  felt  strong¬ 
ly  the  exchanges  should  not  be  re¬ 
quired  to  adopt  and  enforce  any  finan¬ 
cial  requirements  until  the  feasibility 
and  legal  status  of  the  National  Fu¬ 
tures  Association  is  determined  or 
until  a  new  joint  compliance  program 
can  be  implemented  for  the  ex¬ 
changes.  The  Commission  believes  suf¬ 
ficient  notice  has  been  given  to  the 
self-regulatory  organizations  to  hire, 
and  train  adequate  personnel  to  cope 
with  these  new  regulations.  In  the  Oc¬ 
tober  15,  1976  Federal  Register  re¬ 
lease  announcing  the  proposed  revi¬ 
sions  of  financial  reporting  require¬ 
ments  for  FCM's  the  Commission 
stated  that: 

tilt  is  Commission  policy  to  encourage 
contract  market  self-regulation.  In  this 
regard,  the  Commission  anticipates  requir¬ 
ing  all  contract  markets  to  adopt  and  to  en¬ 
force  uniform  minimum  financial  and  relat¬ 
ed  reporting  requirements.  Such  require¬ 
ments  will  be  subject  to  the  same  active 
oversight  regulation  as  the  other  rule  en¬ 
forcement  programs  of  the  contract  mar¬ 
kets.  However,  because  of  the  common  in¬ 
terest  of  the  contract  markets  in  the  finan¬ 
cial  integrity  of  their  member  FCM's  and 
because  of  the  uniform  applicability  of  the 
minimum  financial  and  related  reporting  re¬ 
quirements  envisioned  by  the  Commission, 
it  may  be  advantageous  for  contract  mar¬ 
kets  to  engage  in  a  joint  enforcement  or 
audit  program  to  monitor  compliance  with 
such  uniform  minimum  financial  and  relat¬ 
ed  reporting  requirements.  Such  a  joint  pro¬ 
gram  or  an  alternative  program  through  a 
National  Futures  Association,  as  provided 
for  in  Title  III  of  the  Commodity  Futures 
Trading  Commission  Act  of  1974,  7  U.S.C. 
21,  could  meet  the  anticipated  Commission 
requirements.  41FR  45706. 

This  language  was  repeated  in  the 
Federal  Register  release  which  pro¬ 
posed  regulation  1.52.  42  FR  39036. 
The  Commission  stated  further  in 
that  Federal  Register  release  that  “it 
is  the  responsibility  of  the  contract 
markets,  as  quasi-public  institutions, 
to  insure  the  financial  integrity  of 
their  member  FCM's  thereby  insuring 
the  integrity  of  the  marketplace  itself, 
as  well  as  protecting  the  funds  of  cus¬ 
tomers  who  use  that  marketplace. 
This  belief  is  in  keeping  with  the  self- 


“7  U.S.C.  6c.  6f.  6g.  7a.  12a  and  21. 
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regulatory  responsibility  of  the  com¬ 
modity  futures  industry  envisioned  by 
the  Commodity  Exchange  Act,  as 
amended  7  UJS.C  1-22  (Supp.  V. 
1975)."  The  Commission  therefore,  be¬ 
lieves  that  the  industry  has  been  given 
ample  notice  of  its  intention  to  adopt 
the  proposed  financial  regulations  and 
that  the  self-regulatory  organizations’ 
auditing  programs  should  be  fully  im¬ 
plemented  no  later  than  December  25, 
1978. 

The  previously  proposed  regulations 
permitted  the  self-regulatory  organiza¬ 
tions  to  develop  their  own  plans  for 
the  delegation  of  oversight  responsibil¬ 
ities  for  FCM’s  which  are  members  of 
more  than  one  self-regulatory  organi¬ 
zation  to  a  single  contract  market  or 
other  self-regulatory  organization. 
The  Commission  believes  that  this  ap¬ 
proach  will  reduce  the  costs  to  the 
self-regulatory  organizations  and  avoid 
unnecessary  burdens  upon  FCM’s  and 
that  these  factors  provide  significant 
incentive  for  the  self-regulatory  orga¬ 
nizations  to  reach  an  agreement  on 
plans  for  delegation  of  oversight  re¬ 
sponsibility.  Some  commentators  be¬ 
lieve  that  it  is  essential  to  eliminate 
the  undue  burden  of  multiple  self-reg¬ 
ulatory  organizations  monitoring  of 
the  same  FCM  and  believe  the  only 
way  to  guarantee  sush  elimination  is 
for  the  Commission  to  make  the  re¬ 
quired  delegation  in  the  event  that  the 
self-regulatory  organizations  do  not  do 
so  within  a  specified  time  period.  In 
view  of  this  comment  and  the  com¬ 
ments  of  the  previous  paragraphs,  the 
Commission  is  amending  proposed  reg¬ 
ulation  1.52  by  adding  paragraph  (k) 
which  would  give  the  Commission  au¬ 
thority.  after  a  reasonable  amount  of 
time  has  elapsed,  to  make  such  a  dele¬ 
gation  if  the  self-regulatory  organiza¬ 
tions  do  not. 

In  consideration  of  the  foregoing, 
the  Commission  hereby  proposes  to 
amend  17  CFR  Part  1  as  follows: 

1.  By  amending  §  1.3  to  include  new 
paragraphs  (ee)  and  (ff)  to  read  as  fol¬ 
lows: 

§  1.3  Definitions. 

*  *  •  *  • 

(ee)  “Self-regulatory  organization." 
This  term  means  a  contract  market  (as 
defined  in  $  1.3(h)),  a  domestic  com¬ 
modity  option  exchange  (as  defined  in 
§32.1),  or  a  registered  futures  associ¬ 
ation  under  section  17  of  the  Act. 

(ff)  “Designated  self-regulatory  or¬ 
ganization."  This  term  means  a  self- 
regulatory  organization  of  which  a  fu¬ 
tures  commission  merchant  is  a 
member  or,  if  the  futures  commission 
merchant  is  a  member  of  more  than 
one  self-regulatory  organization  and 
such  futures  commission  merchant  is 
the  subject  of  an  approved  plan  under 
§  1.52,  then  a  self-regulatory  organiza¬ 
tion  delegated  the  responsibility  by 


such  a  plan  for  monitoring  and  audit¬ 
ing  such  futures  commission  merchant 
for  compliance  with  the  minimum  fi¬ 
nancial  and  related  reporting  require¬ 
ments  of  the  self-regulatory  organiza¬ 
tions  of  which  the  futures  commission 
merchant  is  a  member,  and  for  receiv¬ 
ing  the  financial  reports  necessitated 
by  such  minimum  financial  and  relat¬ 
ed  reporting  requirements  from  such 
futures  commission  merchant. 

2.  By  revising  §  1.10  to  read  as  fol¬ 
lows: 

§  1.10  Application  for  registration  and  fi¬ 
nancial  reports  of  Futures  Commission 
Merchants. 

(a)  Application  for  registration.  (1) 
Application  for  registration  as  a  fu¬ 
tures  commission  merchant  shall  be 
filed  on  Form  7-R  in  accordance  with 
the  instructions  contained  therein. 
The  initial  application  for  registration 
shall  be  accompanied  by  a  Form  8-R 
executed  and  filed  by  each  sole  propri¬ 
etor  and  by  each  natural  person  who  is 
a  general  partner,  officer,  director,  or 
branch  office  manager  of  the  appli¬ 
cant,  or  performs  similar  functions,  or 
is  any  other  controlling  person  of  the 
applicant:  except  that  an  accompany¬ 
ing  Form  8-R  need  not  be  filed  by  any 
individual  who  is  registered  as  a  floor 
broker  or  an  associated  person  or  has 
applied  for  registration  as  a  floor 
broker  or  an  associated  person  and 
such  application  has  not  been  with¬ 
drawn  or  denied.  Any  natural  person 
(other  than  a  floor  broker  or  associat¬ 
ed  person)  who  subsequently  becomes 
a  general  partner,  officer,  director  or 
branch  office  manager  of  the  regis¬ 
trant,  or  performs  similar  functions,  or 
becomes  any  other  controlling  person 
of  the  registrant,  shall  promptly  ex¬ 
ecute  and  file  a  Form  8-R.  Each  Form 
8-R  shall  be  filed  in  accordance  with 
the  instructions  contained  therein.  In¬ 
dividuals  who  were  previously  required 
to  submit  biographical  information  on 
Form  94  or  who  have  filed  a  Form  8-R 
as  required  by  this  section  shall  file  a 
current  Form  8-R,  upon  request  by 
the  Commission. 

(2)  Except  as  provided  in  paragraph 
(a)(3)  of  this  section,  each  person  who 
files  an  application  for  registration  as 
a  futures  commission  merchant,  and 
who  is  not  so  registered  at  the  time  of 
such  filing,  must,  concurrently  W'ith 
the  filing  of  such  application  file 
either:  (DA  Form  1-FR  certified  by  an 
independent  public  accountant  in  ac¬ 
cordance  wdth  §  1.16  as  of  a  date  not 
more  than  45  days  prior  to  the  date  on 
which  such  report  is  filed:  or,  (ii)  a 
Form  1-FR  as  of  a  date  not  more  than 
45  days  prior  to  the  date  on  which 
such  report  is  filed  and  a  Form  1-FR 
certified  by  an  independent  public  ac¬ 
countant  in  accordance  with  §1.16  as 
of  a  date  not  more  than  one  year  prior 
to  the  date  on  which  such  report  is 
filed.  Each  such  person  must  include 


with  such  financial  report  a  statement 
describing  the  source  of  his  current 
assets  and  representing  that  his  cap¬ 
ital  has  been  contributed  for  the  pur¬ 
pose  of  operating  his  business  and  will 
continue  to  be  used  for  such  purpose. 

(3)  The  provisions  of  paragraph 

(a) (2)  of  this  section  do  not  apply  to 
any  person  succeeding  to  and  continu¬ 
ing  the  business  of  another  futures 
commission  merchant.  Each  such 
person  who  files  an  application  for 
registration  as  a  futures  commission 
merchant  and  who  is  not  so  registered 
at  the  time  of  such  filing  must  file  a 
Form  1-FR  as  of  the  first  month-end 
following  the  date  on  which  his  regis¬ 
tration  is  approved.  Such  report  must 
be  filed  with  the  Commission  and  the 
designated  self-regulatory  organiza¬ 
tion,  if  any,  not  more  than  45  days 
after  the  date  for  which  the  report  is 
made. 

(b)  Filing  of  financial  reports.  (1) 
Except  as  provided  in  paragraph  (b)(3) 
of  this  section,  each  person  registered 
as  a  futures  commission  merchant 
must  file  a  Form  1-FR  for  each  fiscal 
quarter  of  each  fiscal  year  unless  the 
registrant  elects  pursuant  to  para¬ 
graph  (e)(2)  of  this  section  to  file  a 
Form  1-FR  for  each  calendar  quarter 
of  each  calendar  year.  Each  Form  1- 
FR  must  be  filed  no  later  than  45  days 
after  the  date  for  which  the  report  is 
made:  Provided,  however.  That  any 
Form  1-FR  which  must  be  certified  by 
an  independent  public  accountant  pur¬ 
suant  to  paragraph  (b)(2)  of  this  sec¬ 
tion  must  be  filed  no  later  than  90 
days  after  the  close  of  each  regis¬ 
trants  fiscal  year.  This  paragraph 

(b) (1)  will  be  applicable  to  all  fiscal 
quarters  beginning  after  (the  effective 
date  of  this  section)  but  in  no  event 
more  than  90  days  after  (such  effec¬ 
tive  date). 

(2)  The  Form  1-FR  filed  pursuant  to 
paragraph  (b)(1)  of  this  section  as  of 
the  close  of  the  registrant’s  fiscal  year 
must  be  certified  by  an  independent 
public  accountant  in  accordance  with 
§  1.16.  A  registrant  who  has  elected  to 
file  its  Forms  1-FR  for  each  calendar 
quarter  of  each  calendar  year  pursu¬ 
ant  to  paragraph  (e)(2)  of  this  section, 
must  nonetheless  file  a  Form  1-FR  as 
of  the  close  of  such  registrant’s  fiscal 
year. 

(3)  The  provisions  of  paragraphs 
(b)(1)  and  (b)(2)  of  this  section  shall 
not  apply  to  any  person  registered  as  a 
futures  commission  merchant  who  is  a 
member  of  a  designated  self-regula¬ 
tory  organization  and  conforms  to 
minimum  financial  standards  and  re¬ 
lated  reporting  requirements  set  by 
such  designated  self-regulatory  organi¬ 
zation  in  its  bylaws,  rules,  regulations 
or  resolutions  and  approved  after  (the 
effective  date  of  these  regulations)  by 
the  Commission  pursuant  to  section 
4f(2)  of  the  Act:  Provided,  however, 
That  each  such  registrant  shall 
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promptly  file  with  the  Commission  a 
true  and  exact  copy  of  each  financial 
report  whiich  it  files  with  such  desig¬ 
nated  self -regulatory  organization. 

(4)  Upon  receiving  written  notice 
from  any  representative  of  the  Com¬ 
mission  or  any  self -regulatory  organi¬ 
zation  of  which  it  is  a  member,  an  ap¬ 
plicant  or  registrant  must,  monthly  or 
at  such  times  as  specified,  furnish  the 
Commission  and  the  self-regulatory 
organization,  if  any,  requesting  such 
information  with  a  Form  1-FR  and/or 
such  other  financial  information  as  re¬ 
quested  by  the  representative  of  the 
Commission  or  the  self -regulatory  or¬ 
ganization.  Each  such  Form  1-FR  or 
such  other  information  must  be  fur¬ 
nished  within  the  time  period  speci¬ 
fied  in  the  written  notice. 

(c)  Where  to  file  reports.  The  reports 
provided  for  in  this  §  1.10  will  be  con¬ 
sidered  filed  when  received  by  the  re¬ 
gional  office  of  the  Commission  where 
the  applicant  or  registrant  has  its 
principal  place  of  business  and  by  the 
designated  self -regulatory  organiza¬ 
tion,  if  any;  Provided,  however.  That 
information  required  of  an  applicant 
or  registrant  pursuant  to  paragraph 
(b)(4)  of  this  section  need  be  furnished 
only  to  the  Commission  and  the  self- 
regulatory  organization  requesting 
such  information. 

(d)  Contents  of  financial  reports.  (1) 
Each  Form  1-FR  filed  pursuant  to  this 
§  1.10  which  is  not  required  to  be  certi¬ 
fied  by  an  independent  public  accoun¬ 
tant  must  be  completed  in  accordance 
with  the  instructions  to  the  form  and 
contain:  (i)  a  Statement  of  Financial 
Condition  as  of  the  date  for  which  the 
report  is  made;  (ii)  a  Statement  of 
Income  (Loss)  for  the  period  between 
the  date  of  the  most  recent  Statement 
of  Financial  Condition  filed  with  the 
Commission  (or  the  beginning  of  the 
fiscal  quarter  immediately  following 
(the  effective  date  of  this  rule)  but  in 
no  event  more  than  90  days  after 
(such  effective  date)  and  the  date  for 
which  the  report  is  made;  (iii)  a  State¬ 
ment  of  the  Computation  of  the  Mini¬ 
mum  Capital  Requirements  Pursuant 
to  §  1.17  and  a  Schedule  of  Segregation 
Requirements  and  Funds  on  Deposit 
in  Segregation,  as  of  the  date  for 
which  the  report  is  made;  and  (iv)  in 
addition  to  the  information  expressly 
required,  such  further  material  infor¬ 
mation  as  may  be  necessary  to  make 
the  required  statements  and  schedules 
not  misleading. 

(2)  Each  Form  1-FR  filed  pursuant 
to  this  §  1.10  which  is  required  to  be 
certified  by  an  independent  public  ac¬ 
countant  must  be  completed  in  accor¬ 
dance  with  the  instructions  to  the 
form  and  contain:  (i)  a  State  of  Finan¬ 
cial  Condition  as  of  the  date  for  which 
the  report  is  made;  (ii)  Statements  of 
Income  (Loss),  Changes  in  Financial 
Position,  Changes  in  Ownership 
Equity,  and  Changes  in  Liabilities 


Subordinated  to  Claims  of  General 
Creditors,  for  the  period  between  the 
date  of  the  most  recent  certified  State¬ 
ment  of  Financial  Condition  filed  with 
the  Commission  (or  the  beginning  of 
the  fiscal  quarter  immediately  follow¬ 
ing  (the  effective  date  of  this  rule)  but 
in  no  event  more  than  90  days  after 
(such  effective  date)  and  the  date  for 
which  the  report  is  made,  Provided, 
That  for  an  applicant  filing  pursuant 
to  paragraph  (a)(2)  of  this  section  the 
period  must  be  the  year  ending  as  of 
the  date  of  the  Statement  of  Financial 
Condition;  (iii)  a  Statement  of  the 
Computation  of  the  Minimum  Capital 
Requirements  Pursuant  to  §  1.17  and  a 
Schedule  of  Segregation  Require¬ 
ments  and  Funds  on  Deposit  in  Segre¬ 
gation,  as  of  the  date  for  which  the 
report  is  made;  (iv)  appropriate  foot¬ 
note  disclosures;  and  (v)  in  addition  to 
the  information  expressly  required, 
such  further  material  information  as 
may  be  necessary  to  make  the  re¬ 
quired  statements  not  misleading. 

(3)  The  statements  required  by  para¬ 
graphs  (d)(2)(i)  and  (d)(2)(ii)  of  this 
section  may  be  presented  in  accor¬ 
dance  with  generally  accepted  ac¬ 
counting  principles  in  the  certified  re¬ 
ports  filed  as  of  the  close  of  the  regis¬ 
trant’s  fiscal  year  pursuant  to  para¬ 
graph  (b)(2)  of  this  section  or  accom¬ 
panying  the  application  for  registra¬ 
tion  pursuant  to  paragraph  (a)(2)  of 
this  section,  rather  than  in  the  format 
specifically  prescribed  by  these  regula¬ 
tions:  Provided,  The  Statement  of  Fi¬ 
nancial  Condition  is  presented  in  a 
format  as  consistent  as  possible  with 
the  Form  1-FR  and  a  reconciliation  is 
provided  reconciling  such  Statement 
of  Financial  Condition  to  the  State¬ 
ment  of  the  Computation  of  the  Mini¬ 
mum  Capital  Requirements  Pursuant 
to  §  1.17.  Such  reconciliation  must  be 
certified  by  an  independent  public  ac¬ 
countant  in  accordance  with  §  1.16. 

(4)  Attached  to  each  form  1-FR  filed 
pursuant  to  this  $  1.10  must  be  an  oath 
or  affirmation  that  to  the  best  knowl¬ 
edge  and  belief  of  the  individual 
making  such  oath  or  affirmation  the 
information  contained  in  the  Form  1- 
FR  is  true  and  correct.  If  the  appli¬ 
cant  or  registrant  is  a  sole  proprietor¬ 
ship,  then  the  oath  or  affirmation 
must  be  made  by  the  proprietor;  if  a 
partnership,  by  a  general  partner;  or  if 
a  corporation,  by  the  chief  executive 
officer  or  chief  financial  officer. 

(e)  Election  of  fiscal  year.  (1)  Any 
applicant  or  registrant  wishing  to  es¬ 
tablish  a  fiscal  year  other  than  the 
calendar  year  may  do  so  by  notifying 
the  Commission  and  the  designated 
self-regulatory  organization,  if  any,  of 
its  election  of  such  fiscal  year  in  writ¬ 
ing,  concurrently  with  the  filing  of  the 
Form  1-FR  pursuant  to  paragraph 
(a)(2)  of  this  section  or  within  90  days 
of  (the  effective  date  of  this  section), 
but  in  no  event  may  such  fiscal  year 


end  more  than  one  year  from  the  date 
of  the  Form  1-FR  filed  pursuant  to 
paragraph  (a)(2)  of  this  section  or 
more  than  one  year  from  (the  effec¬ 
tive  date  of  this  regulation).  An  appli¬ 
cant  or  registrant  which  does  not  so 
notify  the  Commission  and  the  desig¬ 
nated  self-regulatory  organization,  if 
any,  will  be  deemed  to  have  elected 
the  calendar  year  as  its  fiscal  year.  A 
registrant  must  continue  to  use  its 
elected  fiscal  year,  calendar  or  other¬ 
wise,  unless  a  change  in  such  fiscal 
year  is  approved  upon  written  applica¬ 
tion  to  the  principal  office  of  the  Com¬ 
mission  in  Washington,  D.C.,  and  writ¬ 
ten  notice  of  such  change  is  given  to 
the  designated  self-regulatory  organi¬ 
zation,  if  any. 

(2)  Any  applicant  or  registrant  may 
elect  to  file  its  Form  1-FR  for  each 
calendar  quarter  in  lieu  of  each  fiscal 
quarter  by  notifying  the  Commission 
and  the  designated  self-regulatory  or¬ 
ganization,  if  any,  of  its  election,  in 
writing,  concurrently  with  the  filing  of 
the  Form  1-FR  pursuant  to  paragraph 

(a) (2)  of  this  section  or  within  90  days 
after  (the  effective  date  of  this  sec¬ 
tion).  Any  registrant  wishing  to 
change  such  election  or  to  make  such 
election  other  than  concurrently  with 
the  filing  of  the  Form  1-FR  pursuant 
to  paragraph  (a)(2)  of  this  section  or 
within  90  days  of  (the  effective  date  of 
this  section)  may  do  so  only  if  such 
change  or  election  is  approved  by  the 
Commission  upon  written  application 
to  the  principal  office  of  the  Commis¬ 
sion  in  Washington,  D.C.,  and  written 
notice  of  such  change  is  given  to  the 
designated  self-regulatory  organiza¬ 
tion,  if  any. 

(f )  Extension  of  time  form  filing  re¬ 
ports.  In  the  event  any  applicant  or 
registrant  finds  that  it  cannot  file  its 
report  for  any  period  within  the  time 
specified  in  paragraphs  (b)(1),  or 

(b) (4)  of  this  section  or  paragraph  (b) 
of  §  1.12  without  substantial  undue 
hardship,  it  may  file  with  the  princi¬ 
pal  office  of  the  Commission  in  Wash¬ 
ington,  D.C.,  an  application  for  an  ex¬ 
tension  of  time  to  a  specified  date 
which  may  not  be  more  than  90  days 
after  the  date  as  of  which  the  finan¬ 
cial  statements  were  to  have  been 
filed.  The  application  must  state  the 
reasons  for  the  requested  extension 
and  must  contain  an  agreement  to  file 
the  report  on  or  before  the  specified 
date.  The  application  must  be  received 
by  the  Commission  fifteen  days  before 
the  time  specified  in  paragraphs 
(b)(1),  or  (b)(4)  of  this  section  or  para¬ 
graph  (b)  of  §  1.12  for  filing  the  report. 
Notice  of  such  application  must  be 
given  to  the  designated  self-regulatory 
organization,  if  any,  concurrently  with 
the  filing  of  such  application  with  the 
Commission.  An  application  for  exten¬ 
sion  of  time  will  be  responded  to  by 
the  Commission,  within  ten  days  after 
receipt  of  the  application.  (See 
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g  1.16(f)  for  extension  of  the  time  for 
filing  certified  financial  statements.) 

(g)  Confidentiality  of  reports.  All  of 
the  Forms  1-FR  filed  pursuant  to  this 
section  will  be  public;  provided,  howev¬ 
er,  that  if  the  Statement  of  Financial 
Condition,  the  Computation  of  the 
Minimum  Capital  Requirements  Pur¬ 
suant  to  §  1.17,  and  the  Schedule  of 
Segregation  Requirements  and  Funds 
on  Deposit  in  Segregation  are  bound 
separately  from  the  other  financial 
statements,  footnotes  disclosures  and 
schedules  of  Form  1-FR,  trade  secrets 
and  certain  other  commercial  or  finan¬ 
cial  information  on  such  other  state¬ 
ments  and  schedules  will  be  deemed 
privileged  or  confidential.  All  informa¬ 
tion  on  such  other  statements  and 
schedules  will,  however,  be  available 
for  official  use  by  any  official  or  em¬ 
ployee  of  the  United  States  or  any 
state,  by  any  self  regulatory  organiza¬ 
tion  of  which  the  person  filing  such 
report  is  a  member,  and  by  any  other 
person  to  whom  the  Commission  be¬ 
lieves  disclosure  of  such  information  is 
in  the  public  interest.  Nothing  in  this 
paragraph  (g)  will  limit  the  authority 
of  any  self -regulatory  organization  to 
request  or  receive  any  information  rel¬ 
ative  to  its  members’  financial  condi¬ 
tion.  The  independent  accountant's 
opinion  filed  pursuant  to  this  §  1.10 
will  be  deemed  public  information. 

3.  By  adopting  a  new  §  1.12  to  read  as 
follows; 

§  1.12  Maintenance  of  minimum  financial 
requirements  by  futures  commission 
merchants. 

(a)  Each  person  registered  as  a  fu¬ 
tures  commission  merchant,  or  who 
files  an  application  for  registration  as 
a  futures  commission  merchant,  who 
knows  or  should  have  knowm  that  its 
adjusted  net  capital  at  any  time  is  less 
than  the  minimum  required  by  §  1.17 
or  by  the  capital  rule  of  any  self-regu- 
latory  organization  to  which  such 
person  is  subject,  if  any,  must: 

(1)  Give  telegraphic  notice  as  set 
forth  in  paragraph  (f)  of  this  section 
that  such  applicant’s  or  registrant’s 
adjusted  net  capital  is  less  than  is  re¬ 
quired  by  section  1.17  or  by  such  other 
capital  rule,  identifying  the  applicable 
capital  rule.  This  notice  must  be  given 
within  24  hours  after  such  applicant 
or  registrant  knows  or  should  have 
knowm  that  its  adjusted  net  capital  is 
less  than  required  by  any  of  the  afore¬ 
said  rules  to  which  such  applicant  or 
registrant  is  subject;  and 

(2)  Within  24  hours  after  giving  such 
notice  file  a  Statement  of  Financial 
Condition,  a  Statement  of  the  Compu¬ 
tation  of  the  Minimum  Capital  Re¬ 
quirements  Pursuant  to  §1.17  (com¬ 
puted  in  accordance  with  the  applica¬ 
ble  capital  rules),  and  a  Schedule  of 
Segregation  Requirements  and  Funds 
on  Deposit  in  Segregation,  all  as  of  the 
date  such  violation  occurs. 


(b)  Each  person  registered  as  a  fu¬ 
tures  commission  merchant,  or  who 
files  an  application  for  registration  as 
a  futures  commission  merchant,  who 
knows  or  should  have  known  that  its 
adjusted  net  capital  at  any  time  is  less 
than  (i)  the  greater  of  120  percent  of 
the  appropriate  minimum  dollar 
amount  required  by  §1.17  or  8^3  per¬ 
cent  of  aggregate  indebtedness  or  (ii) 
if  the  applicant  or  registrant  is  operat¬ 
ing  pursuant  to  §  1.17(g),  the  greater 
of  120  percent  of  the  appropriate  mini¬ 
mum  dollar  amount  required  by 
§  1.17(g)  or  6%  of  the  funds  required  to 
be  segregated  pursuant  to  section 
4d(2)  of  the  Act  and  these  regulations, 
plus,  for  securites  brokers  or  dealers,  6 
percent  of  aggregate  debit  items  com¬ 
puted  in  accordance  with  the  Formula 
for  Determination  of  Reserve  Require¬ 
ments  (§  240.15c3-3a  of  this  title);  such 
applicant  or  registrant  must  file  writ¬ 
ten  notice  to  that  effect  as  set  forth  in 
paragraph  (f)  of  this  section  within 
five  (5)  business  days  of  such  event. 
Such  applicant  or  registrant  must  also 
file  a  Form  1-FR  or  such  other  finan¬ 
cial  statement  designated  by  the  Com¬ 
mission  and/or  the  designated  self- 
regulatory  organization,  if  any.  as  of 
the  close  of  business  for  the  month 
during  which  such  event  takes  place 
and  as  of  the  close  of  business  for  each 
month  thereafter  until  three  (3) 
successive  months  have  elapsed  during 
which  the  applicant’s  or  registrant’s 
adjusted  net  capital  is  at  all  times 
equal  to  or  in  excess  of  the  minimums 
set  forth  in  this  paragraph  (b)  which 
are  applicable  to  such  applicant  or  reg¬ 
istrant.  Each  financial  statement  re¬ 
quired  by  this  paragraph  (b)  must  be 
filed  within  30  calendar  days  after  the 
end  of  the  month  for  which  such 
report  is  being  made. 

(c)  If  an  applicant  or  registrant  at 
any  time  fails  to  make  or  keep  current 
the  books  and  records  required  by 
these  regulations,  such  applicant  or 
registrant  must,  on  the  same  day  such 
event  occurs,  give  telegraphic  notice  of 
such  fact,  specifying  the  books  and  re¬ 
cords  which  have  not  been  made  or 
which  are  not  current,  and  within  5 
business  days  after  giving  such  notice 
file  a  written  report  staling  what  steps 
have  been  and  are  being  taken  to  cor¬ 
rect  the  situation. 

(d)  Whenever  any  applicant  or  regis¬ 
trant  discovers  or  is  notified  by  an  in¬ 
dependent  public  accountant,  pursu¬ 
ant  to  §  1.16(e)(2)  of  these  regulations, 
of  the  existence  of  any  material  inade¬ 
quacy,  as  specified  in  §  1.16(d)(2)  of 
these  regulations,  such  applicant  or 
registrant  must  give  telegraphic  notice 
of  such  material  inadequacy  within 
three  business  days,  and  within  five 
business  days  after  giving  such  notice 
file  a  written  report  stating  what  steps 
have  been  and  are  being  taken  to  cor¬ 
rect  the  material  inadequacy. 

(e)  Whenever  any  self-regulatory  or¬ 
ganization  learns  that  a  member  regis¬ 


trant  has  failed  to  file  a  notice  or  writ¬ 
ten  report  as  required  by  this  §  1.12. 
such  self-regulatory  organization  must 
immediately  report  such  failure  as 
provided  in  paragraph  (f)  of  this  sec¬ 
tion. 

(f)  Every  notice  and  written  report 
required  to  be  given  or  filed  by  this 
section  must  be  filed  with  the  regional 
office  of  the  Commission  for  the 
region  in  which  the  applicant  or  regis¬ 
trant  has  its  principal  place  of  busi¬ 
ness,  with  the  designated  self-regula¬ 
tory  organization,  if  any,  and  with  the 
Securites  and  Exchange  Commission, 
if  such  applicant  or  registrant  is  a  se¬ 
curites  broker  or  dealer.  In  addition, 
every  notice  required  to  be  given  by 
this  section  must,  also  be  filed  with  the 
principal  office  of  the  Commission  in 
Washington,  D.C.  Each  Statement  of 
Financial  Condition,  each  Statement 
of  the  Computation  of  the  Minimum 
Capital  Requirements  Pursuant  to 
§  1.17,  and  each  Schedule  of  Segrega¬ 
tion  Requirements  and  Funds  on  De¬ 
posit  in  Segregation  required  by  this 
section  must  be  filed  in  accordance 
with  the  provisions  of  §  1.10(d)  of 
these  regulations,  unless  otherwise  in¬ 
dicated. 

4.  By  adding  a  new  §  1.16  as  follows: 

§  1.16  Qualifications  and  reports  of  ac¬ 
countants. 

(a)  Definitions.— ii)  Accountant's 
report.  The  term  ‘accountant’s 
report,”  when  used  in  regard  to  finan¬ 
cial  statements,  means  a  document  in 
which  an  independent  licensed  or  cer¬ 
tified  public  accountant  indicates  the 
scope  of  the  audit  (or  examination) 
which  he  has  made  and  sets  forth  his 
opinion  regarding  the  financial  state¬ 
ments  taken  as  a  whole  or  an  assertion 
to  the  fact  that  an  overall  opinion  can 
not  be  expressed.  W'hen  an  overall 
opinion  can  not  be  expressed,  the  rea¬ 
sons  therefore  must  be  stated. 

(2)  Audit  or  Examination.  The  terms 
“audit”  and  "examination,”  when  used 
in  regard  to  financial  statements, 
mean  an  examination  of  the  state¬ 
ments  by  an  accountant  in  accordance 
with  generally  accepted  auditing  stan¬ 
dards  for  the  purposes  of  expressing 
an  opinion  thereon. 

(3)  Certified.  The  term  “certified,” 
when  used  in  regard  to  financial  state¬ 
ments.  means  audited  and  reported 
upon  with  an  opinion  expressed  by  an 
independent  certified  public  accoun¬ 
tant  or  independent  licensed  public  ac¬ 
countant, 

(b)  Qualifications  of  accounts.  (1) 
The  Commission  will  recognize  any 
person  as  a  certified  public  accountant 
who  is  duly  registered  and  in  good 
standing  as  such  under  the  laws  of  the 
place  of  his  residence  or  principal 
office.  The  Commission  will  recognize 
any  person  as  a  licensed  public  accoun¬ 
tant  who  was  duly  licensed  on  or 
before  December  31.  1970,  and  is  in 
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good  standing  as  such  under  the  laws 
of  the  place  of  his  residence  or  princi¬ 
pal  office. 

(2)  The  Commission  will  not  recog¬ 
nize  any  certifies  public  accountant  or 
licensed  public  accountant  as  indepen¬ 
dent  who  is  not  in  fact  independent. 
For  example,  an  accountant  will  not 
be  considered  independent  with  re¬ 
spect  to  any  applicant  or  registrant  or 
any  parent,  subsidiary,  or  other  affili¬ 
ate  of  such  applicant  or  registrant  (i) 
in  which,  during  the  period  of  his  pro¬ 
fessional  engagement  to  examine  the 
financial  statements  being  reported  on 
or  at  the  date  of  his  report,  he  or  his 
firm  or  a  member  thereof  had,  or  was 
committed  to  acquire,  any  direct  fi¬ 
nancial  interest  or  any  material  indi¬ 
rect  financial  interest,  or  (ii)  with 
which,  during  the  period  of  his  profes¬ 
sional  engagement  to  examine  the  fi¬ 
nancial  statements  being  reported  on, 
at  the  date  of  his  report  or  during  the 
period  covered  by  the  financial  state¬ 
ments,  he  or  his  firm  or  a  member 
thereof  was  connected  as  a  promoter, 
underwriter,  voting  trustee,  director, 
officer,  or  employee,  except  that  a 
firm  will  be  deemed  independent  with 
respect  to  an  applicant  or  registrant 
and  its  affiliates  if  a  former  employee 
or  officer  of  such  applicant  or  regis¬ 
trant  or  any  such  affiliate  is  employed 
by  the  firm  and  such  individual  has 
completely  disassociated  himself  from 
the  applicant  or  registrant  and  its  af¬ 
filiates  and  does  not  participate  in  au¬ 
diting  financial  statements  of  the  ap¬ 
plicant  or  registrant  or  its  affiliates 
covering  any  period  of  his  employment 
by  the  applicant  or  registrant  of  its  af¬ 
filiates.  An  accountant  will  not  be  con¬ 
sidered  independent  if  he  or  his  firm 
or  a  member  thereof  performs  manual 
or  automated  bookkeeping  services  or 
assumes  responsibility  for  mainte¬ 
nance  of  the  accounting  records,  in¬ 
cluding  accounting  classification  deci¬ 
sions,  of  such  applicant  or  registrant 
or  any  of  its  affiliates.  For  the  pur¬ 
poses  of  this  section  1.16(b),  the  term 
“member”  means  all  partners  in  the 
firm  and  all  professional  employees 
participating  in  the  audit  or  located  in 
the  office  of  the  firm  participating  in 
a  significant  portion  of  the  audit. 

(3)  In  determining  whether  an  ac¬ 
countant  may  in  fact  not  be  indepen¬ 
dent  with  respect  to  a  particular  appli¬ 
cant  or  registrant,  the  Commission 
will  give  appropriate  consideration  to 
all  relevant  circumstances,  including 
evidence  bearing  on  all  relationships 
between  the  accountant  and  that  ap¬ 
plicant  or  registrant  or  any  affiliate 
thereof,  and  will  not  confine  itself  to 
the  relationship  existing  in  connection 
with  the  filing  of  reports  with  the 
Commission. 

(c)  Accountant's  reports.— (1)  Tech¬ 
nical  requirements.  The  accountant’s 
report  (i)  must  be  dated,  (ii)  must  be 
signed  manually,  (iii)  must  indicate 


the  city  and  state  where  issued  and 
(iv)  must  identify  without  detailed 
enumeration  the  financial  statements 
covered  by  the  report. 

(2)  Representations  as  to  the  audit 
The  accountant’s  report  (i)  must  state 
whether  the  audit  was  made  in  accor¬ 
dance  with  generally  accepted  audit¬ 
ing  standards,  and  (ii)  must  designate 
any  auditing  procedures  deemed  nec¬ 
essary  by  the  accountant  under  the 
circumstances  of  the  particular  case 
which  have  been  omitted  and  the  rea¬ 
sons  for  their  omission.  However, 
nothing  in  this  paragraph  (c)(2)  shall 
be  construed  to  imply  authority  for 
the  omission  of  any  procedure  which 
independent  accountants  would  ordi¬ 
narily  employ  in  the  course  of  an 
audit  made  for  the  purposes  of  ex¬ 
pressing  the  opinion  required  by  para¬ 
graph  (c)(3)  of  this  section. 

(3)  Opinion  to  be  expressed.  The  ac¬ 
countant’s  report  must  state  clearly: 

(i)  the  opinion  of  the  accountant  with 
respect  to  the  financial  statements 
covered  by  the  report  and  the  account¬ 
ing  principles  and  practices  reflected 
therein  and  (ii)  the  opinion  of  the  ac¬ 
countant  as  to  the  consistency  of  the 
application  of  the  accounting  princi¬ 
ples.  or  as  to  any  changes  in  such  prin¬ 
ciples  which  have  material  effect  on 
the  financial  statements. 

(4)  Exceptions.  Any  matters  to 
which  the  accountant  takes  exception 
must  be  clearly  identified,  the  excep¬ 
tions  thereto  specifically  and  clearly 
stated,  and  to  the  extent  practicable, 
the  effect  of  each  such  exception  on 
related  financial  statements  given. 

(5)  Accountant’s  report  on  material 
inadequacies.  A  registrant  must  file 
concurrently  with  the  annual  audit 
report  a  supplemental  report  by  the 
account  describing  any  material  inade¬ 
quacies  found  to  exist  or  found  to 
have  existed  since  the  date  of  the  pre¬ 
vious  audit.  An  applicant  must  file 
concurrently  with  the  audit  report  a 
supplemental  report  by  the  accoun¬ 
tant  describing  any  material  inadequa¬ 
cies  found  to  exist  as  of  the  date  of 
the  Form  1-FR  being  filed.  The  sup¬ 
plemental  report  must  indicate  any 
corrective  action  taken  or  proposed  by 
the  applicant  or  registrant  in  regard 
thereto.  If  the  audit  did  not  disclose 
any  material  inadequacies,  the  supple¬ 
mental  report  must  so  state. 

(d)  Audit  objectives.  (1)  The  audit 
must  be  made  in  accordance  with  gen¬ 
erally  accepted  auditing  standards  and 
must  include  a  review  of  the  account¬ 
ing  system,  the  internal  accounting 
control,  and  the  procedures  for  safe¬ 
guarding  customer  and  firm  assets  in 
accordance  with  the  provisions  of  the 
Act  and  the  regulations  thereunder, 
including  appropriate  tests  thereof, 
since  the  prior  examination  date.  The 
audit  must  include  all  procedures  nec¬ 
essary  under  the  circumstances  to 
enable  the  independent  licensed  or 


certified  public  accountant  to  express 
an  opinion  on  the  financial  statements 
and  schedules.  The  scope  of  the  audit 
and  review  of  the  accounting  system, 
the  internal  controls,  and  procedures 
for  safeguarding  customer  and  firm 
assets  must  be  sufficient  to  provide 
reasonable  assurance  that  any  materi¬ 
al  inadequacies  existing  at  the  date  of 
the  examination  in  (i)  the  accounting 
system,  (ii)  the  internal  accounting 
controls,  and  (iii)  the  procedures  for 
safeguarding  customer  and  firm  assets 
(including  the  segregation  require¬ 
ments  of  section  4d(2)  of  the  Act  and 
these  regulations)  will  be  discovered. 
Additionally,  as  specified  objectives 
the  audit  must  include  reviews  of  the 
practices  and  procedures  followed  by 
the  registrant  in  making  (i)  periodic 
computations  of  the  minimum  finan¬ 
cial  requirements  pursuant  to  section 
1.17  and  (ii)  daily  computations  of  the 
segregation  requirements  of  section 
4d(2)  of  the  Act  and  these  regulations. 

(2)  A  material  inadequacy  in  the  ac¬ 
counting  system,  the  internal  account¬ 
ing  controls,  the  procedures  for  safe¬ 
guarding  customer  and  firm  assets, 
and  the  practices  and  procedures  re¬ 
ferred  to  in  paragraph  (d)(1)  of  this 
section  which  is  to  be  reported  in  ac¬ 
cordance  with  paragraph  (e)(2)  of  this 
section  includes  any  conditions  which 
contributed  substantially  to  or,  if  ap¬ 
propriate  corrective  action  is  not 
taken,  could  reasonably  be  expected 
to: 

(1)  Inhibit  an  applicant  or  registrant 
from  promptly  completing  transac¬ 
tions  or  promptly  discharging  his  re¬ 
sponsibilities  to  customers  or  other 
creditors: 

(ii)  Result  in  material  financial  loss; 

(iii)  Result  in  material  misstatement 
of  the  applicant’s  or  registrant’s  finan¬ 
cial  statements;  or 

(iv)  Result  in  violations  of  the  Com¬ 
mission’s  segregation,  recordkeeping 
or  financial  reporting  requirements  to 
the  extent  that  could  reasonably  be 
expected  to  result  in  the  conditions  de¬ 
scribed  in  paragraphs  (d)(2)  (i),  (ii),  or 
(iii)  of  this  section. 

(e)  Extent  and  timing  of  audit  proce¬ 
dures.  (1)  The  extent  and  timing  of 
audit  procedures  are  matters  for  the 
independent  public  accountant  to  de¬ 
termine  on  the  basis  of  his  review  and 
evaluation  of  existing  internal  controls 
and  other  audit  procedures  performed 
in  accordance  with  generally  accepted 
auditing  standards  and  the  audit  ob¬ 
jectives  set  forth  in  paragraph  (d)  of 
this  section.  In  determining  the  extent 
of  testing,  consideration  must  be  given 
to  the  materiality  of  an  area  and  to 
the  possible  effect  on  the  financial 
statements  and  schedules  of  a  materia) 
misstatement  in  a  related  account. 

(2)  If  during  the  course  of  an  audit 
or  interim  W’ork,  the  independent 
public  accountant  determines  that  any 
material  inadequacies  exist  in  the  ac- 
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counting  system,  in  the  internal  ac¬ 
counting  control,  in  the  procedures  for 
safeguarding  customer  or  firm  assets, 
or  as  otherwise  defined  in  paragraph 
(d)  of  this  section,  he  must  call  it  to 
the  attention  of  the  applicant  or  regis¬ 
trant.  who  has  the  responsibility  to 
inform  the  Commission  and  the  desig¬ 
nated  self-regulatory  organization,  if 
any.  of  such  inadequacies  in  accor¬ 
dance  with  paragraph  (d)  of  §  1.12. 
The  applicant  or  registrant  must  also 
furnish  the  accountant  with  a  copy  of 
said  notice  to  the  Commission  within 
three  business  days.  If  the  accountant 
fails  to  receive  such  notice  from  the 
applicant  or  registrant  within  three 
business  days,  or  if  he  disagrees  with 
the  statements  contained  in  the  notice 
of  the  applicant  or  registrant,  the  ac¬ 
countant  must  inform  the  Commission 
and  the  designated  self-regulatory  or¬ 
ganization.  if  any.  by  reporting  the 
material  inadequacy  within  three  busi¬ 
ness  days  thereafter.  Such  report  from 
the  accountant  must,  if  the  applicant 
or  registrant  failed  to  file  a  notice,  de¬ 
scribe  the  material  inadequacies  found 
to  exist.  If  the  applicant  or  registrant 
filed  a  notice,  the  accountant  must  file 
a  report  detailing  the  aspects,  if  any. 
of  the  applicant's  or  registrant's  notice 
with  which  the  accountant  does  not 
agree. 

(f)  Extension  of  time  for  filing  audit¬ 
ed  reports.  (1)  In  the  event  any  appli¬ 
cant  or  registrant  finds  that  it  cannot 
file  its  certified  financial  statements 
for  any  year  within  the  time  specified 
in  section  1.10  without  substantial 
undue  hardship,  it  may  file  with  the 
principal  office  of  the  Commission  in 
Washington,  D.C.,  an  application  for 
extension  of  time  to  a  specified  date 
not  more  than  90  days  after  the  date 
as  of  which  the  certified  financial 
statements  were  to  have  been  filed. 
Notice  of  such  application  must  be 
sent  to  the  designated  self-regulatory 
organization,  if  any.  The  application 
must  be  made  by  the  applicant  or  reg¬ 
istrant  and  must:  (i)  state  the  reasons 
for  the  requested  extension:  (ii)  indi¬ 
cate  that  the  inability  to  make  a 
timely  filing  is  due  to  circumstances 
beyond  the  control  of  the  applicant  or 
registrant,  if  such  is  the  case,  and  de¬ 
scribe  briefly  the  nature  of  such  cir¬ 
cumstances:  (iii)  be  accompanied  by 
the  latest  available  formal  computa¬ 
tion  of  his  adjusted  net  capital  and 
minimum  financial  requirements  com¬ 
puted  in  accordance  with  section  1.17; 
(iv)  be  accompanied  by  the  latest 
available  computation  of  required  seg¬ 
regation  and  by  a  computation  of  the 
amount  of  money,  securities,  and  prop¬ 
erty  segregated  on  behalf  of  customers 
as  of  the  date  of  the  latest  available 
computation;  (v)  contain  an  agreement 
to  file  the  report  on  or  before  the  date 
specified  by  the  applicant  or  registrant 
in  the  application;  (vi)  be  received  by 
the  principal  office  of  the  Commission 


in  Washington,  D.C.,  and  by  the  desig¬ 
nated  self-regulatory  organization,  if 
any.  fifteen  days  prior  to  the  date  on 
which  the  report  is  due;  and  (vii)  be 
accompanied  by  a  letter  from  the  inde¬ 
pendent  public  accountant  answering 
the  following  questions: 

A.  What  specifically  are  the  reasons  for 
the  extension  request? 

B.  On  the  basis  of  that  part  of  your  audit 
to  date,  do  you  have  any  indication  that 
may  cause  you  to  consider  commenting  on 
any  material  inadequacies  in  the  accounting 
system,  internal  accounting  controls  or  pro¬ 
cedures  for  safeguarding  customer  or  firm 
assets? 

C.  Do  you  have  any  indication  from  the 
part  of  your  audit  completed  to  date  that 
would  lead  you  to  believe  that  the  firm  was 
or  is  not  meeting  the  minimum  capital  re¬ 
quirements  specified  in  section  1.17  or  the 
segregation  requirements  of  section  4d<2)  of 
the  Act  and  these  regulations,  or  has  any 
significant  financial  or  recordkeeping  prob¬ 
lems? 

(2)  An  application  for  extension  of 
time  will  be  responded  to  by  the  Com¬ 
mission  within  ten  days  of  the  receipt 
of  the  application. 

(3)  On  the  written  request  of  any 
designated  self-regulatory  organiza¬ 
tion.  or  an  applicant  or  registrant,  or 
on  its  own  motion,  the  Commission 
may  grant  an  extension  of  time  or  an 
exemption  from  any  of  the  certified  fi¬ 
nancial  reporting  requirements  of  this 
chapter  either  unconditionally  or  on 
specified  terms  and  conditions. 

(g)  Replacement  of  accountant.  (1) 
In  the  event  (i)  the  independent  public 
accountant  who  was  previously  en¬ 
gaged  as  the  principal  accountant  to 
audit  an  applicant’s  or  registrant’s  fi¬ 
nancial  statements  resigns  (or  indi¬ 
cates  he  declines  to  stand  for  re-elec¬ 
tion  after  the  completion  of  the  cur¬ 
rent  audit)  or  is  dismissed  as  the  appli¬ 
cant’s  or  registrant’s  principal  accoun¬ 
tant.  (ii)  another  independent  accoun¬ 
tant  is  engaged  as  principal  accoun¬ 
tant.  or  (iii)  an  independent  accoun¬ 
tant  on  whom  the  principal  accoun¬ 
tant  expresses  reliance  in  his  report 
regarding  a  subsidiary  resigns  (or  for¬ 
mally  indicates  he  declines  to  stand 
for  re-election  after  completion  of  the 
current  audit)  or  is  dismissed  or  an¬ 
other  independent  public  accountant 
is  engaged  to  audit  that  subsidiary, 
the  applicant  or  registrant  shall  file 
written  notice  of  such  occurrence  with 
the  Commission  at  its  principal  office 
in  Washington,  D  C.,  and  with  the  des¬ 
ignated  self-regulatory  organization,  if 
any.  not  more  than  15  days  after  such 
occurrence. 

(2)  Such  notice  must  state  (i)  the 
date  of  such  resignation  (or  declina¬ 
tion  to  stand  for  re-election,  dismissal 
or  engagement)  and  (ii)  whether,  in 
connection  with  the  audits  of  the  two 
most  recent  fiscal  years  and  any  subse¬ 
quent  interim  period  preceding  such 
resignation,  dismissal  or  engagement, 
there  were  any  disagreements  with  the 


former  accountant  on  any  matter  of 
accounting  principles  or  practices,  fi¬ 
nancial  statements  disclosure,  auditing 
scope  or  procedures,  or  compliance 
with  the  applicable  rules  of  the  Com¬ 
mission.  which,  if  not  resolved  to  the 
satisfaction  of  the  former  accountant, 
would  have  caused  him  to  make  refer¬ 
ence  in  connection  with  his  report  to 
the  subject  matter  of  the  disagree¬ 
ments  (if  so,  describe  such  desagree- 
ments).  The  disagreements  required  to 
be  reported  in  this  paragraph  (g)(2)  in¬ 
clude  both  those  resolved  to  the 
former  accountant’s  satisfaction  and 
those  not  resolved  to  the  former  ac¬ 
countant's  satisfaction.  Disagreements 
contemplated  by  this  paragraph  (g)(2) 
are  those  which  occur  at  the  decision 
making  level,  i.e.,  between  personnel 
of  the  registrant  responsible  for  pre¬ 
sentation  of  its  financial  statement 
and  personnel  of  the  accounting  firm 
responsible  for  rendering  its  report. 
The  notice  must  also  state  whether 
the  accountant's  report  on  the  finan¬ 
cial  statements  for  any  of  the  past  two 
years  contained  an  adverse  opinion  or 
a  disclaimer  of  opinion  or  was  quali¬ 
fied  as  to  uncertainties,  audit  scope,  or 
accounting  principles  (if  so.  describe 
the  nature  of  each  such  adverse  opin¬ 
ion.  disclaimer  of  opinion,  or  qualifica¬ 
tion).  The  applicant  or  registrant  must 
also  request  the  former  accountant  to 
furnish  the  applicant  or  registrant 
with  a  letter  addressed  to  the  Commis¬ 
sion  stating  whether  he  agrees  with 
the  statements  contained  in  the  notice 
of  the  applicant  or  registrant  and.  if 
not,  stating  the  respects  in  which  he 
does  not  agree.  Each  copy  of  the 
notice  and  accountant’s  letter  must  be 
manually  signed  by  the  sole  proprietor 
or  a  general  partner  or  a  duly  autho¬ 
rized  corporate  officer  of  the  applicant 
or  registrant,  as  appropriate,  and  by 
the  accountant. 

(3)  If  (i)  wdthin  the  24  months  prior 
to  the  date  of  the  most  recent  audited 
financial  statement,  a  notice  has  been 
filed  pursuant  to  paragraph  (g)(1)  of 
this  section  reporting  a  change  of  ac¬ 
countants,  (ii)  included  in  such  filing 
there  is  a  reported  disagreement  on 
any  matters  of  accounting  principles 
or  practices,  financial  statements  dis¬ 
closure.  auditing  scope,  or  noncompli¬ 
ance  with  the  applicable  rules  of  the 
Commission,  (iii)  during  the  fiscal  year 
in  which  the  change  in  accountants 
took  place  or  during  the  subsequent 
fiscal  year,  there  have  been  any  trans¬ 
actions  or  events  similar  to  those 
which  involved  a  reported  disagree¬ 
ment,  and  (iv)  such  transactions  or 
events  are  material  and  were  account¬ 
ed  for  or  disclosed  in  a  manner  differ¬ 
ent  from  that  which  the  former  ac¬ 
countant  apparently  would  have  con¬ 
cluded  was  required,  the  existence  and 
nature  of  the  disagreements  and  also 
the  effect  on  the  financial  statements 
must  be  stated  in  a  w'ritten  notice  to 


FEDERAL  REGISTER,  VOL  43,  NO.  69— MONDAY,  APRIL  10,  1978 


15086 


PROPOSES  RULES 


the  Commission  at  its  principal  office 
in  Washington,  D.C.,  and  the  designat¬ 
ed  self-regulatory  organization,  if  any. 
if  the  method  which  the  former  ac¬ 
countant  apparently  would  have  con¬ 
cluded  was  required  had  been  fol¬ 
lowed.  These  disclosures  need  not  be 
made  if  the  method  asserted  by  the 
former  accountant  ceases  to  be  gener¬ 
ally  accepted  because  of  authoritative 
standards  or  interpretations  subse¬ 
quently  issued.  The  notice  required  by 
this  paragraph  (g)(3)  must  be  filed  by 
the  applicant  or  registrant  concurrent¬ 
ly  with  the  financial  statements  to 
which  it  pertains. 

5.  By  amending  §  1.17  to  read  as  fol¬ 
lows: 

§  1.17  Minimum  financial  requirements — 
futures  commission  merchants. 

(a)(1)  Except  as  provided  in  para¬ 
graph  (a)(2)  of  this  section,  each 
person  registered  as  a  futures  commis¬ 
sion  merchant  must  maintain  adjusted 
net  capital  equal  to  or  in  excess  of  (i) 
the  greater  of  $150,000  ($50,000  for  a 
member  of  a  designated  self-regula¬ 
tory  organization)  or  6%  percent  of  ag¬ 
gregate  indebtedness,  or,  (ii)  in  the 
case  of  a  registrant  electing  to  operate 
pursuant  to  paragraph  (g)  of  this  sec¬ 
tion,  the  greater  of  $150,000  ($50,000 
for  a  member  of  a  designated  self-reg¬ 
ulatory  organization)  or  4  percent  of 
the  funds  required  to  be  segregated 
pursuant  to  the  Act  and  these  regula¬ 
tions  plus,  for  Securities  Brokers  and 
Dealers,  4  percent  of  aggregate  debit 
items  computed  in  accordance  with 
the  Formula  for  Determination  of  Re¬ 
serve  Requirements  (Exhibit  A  to 
Rule  15C.3-3,  17  CFR  240.15c3-  3a). 

(2)  The  requirements  of  paragraph 
(a)(1)  of  this  section  shall  not  be  appli¬ 
cable  if  the  registrant  is  a  member  of  a 
designated  self -regulatory  organiza¬ 
tion  and  conforms  to  minimum  finan¬ 
cial  standards  and  related  reporting 
requirements  set  by  such  designated 
self-regulatory  organization  in  its 
bylaws,  rules,  regulations  or  resolu¬ 
tions  approved  by  the  Commission 
pursuant  to  section  4f(2)  of  the  Act 
after  (the  effective  date  of  this  regula¬ 
tion). 

(3)  No  person  applying  for  registra¬ 
tion  as  a  futures  commission  merchant 
shall  be  so  registered  unless  such 
person  affirmatively  demonstrates  to 
the  satisfaction  of  the  Commission 
that  it  complies  with  the  financial  re¬ 
quirements  of  this  section  1.17.  Each 
registrant  must  be  in  compliance  with 
this  section  1.17  at  all  times  and  must 
be  able  to  demonstrate  such  compli¬ 
ance  to  the  satisfaction  of  the  Com¬ 
mission  and/or  the  designated  self-reg¬ 
ulatory  organizaton. 

(4)  A  registrant  who  is  not  in  compli¬ 
ance  with  this  section  1.17  or  unable 
to  demonstrate  compliance  with  this 
section  1.17  as  required  by  paragraph 
(a)(3)  above,  must  transfer  all  custom¬ 


er  accounts  and  immediately  cease 
doing  business  as  a  futures  commisson 
merchant  until  such  time  as  the  regis¬ 
trant  is  able  to  demonstrat  c  such  com¬ 
pliance.  Provided,  however.  That  the 
registrant  may  trade  for  liquidation 
purposes  only  unless  otherwise  direct¬ 
ed  by  the  Commission  and/or  the  des¬ 
ignated  self-regulatory  organization. 
Provided,  further.  That  if  such  regis¬ 
trant  immediately  demonstrates  to  the 
satisfaction  of  the  Commission  or  the 
designated  self-regulatory  organiza¬ 
tion  the  ability  to  get  into  compliance, 
the  Commission  or  the  designated  self- 
regulatory  organization  may  allow 
such  registrant  up  to  a  maximum  of  10 
business  days  In  which  to  do  so  with¬ 
out  having  to  transfer  accounts  and 
cease  doing  business  as  required  above. 
Nothing  in  this  paragraph  (a)(4)  shall 
be  construed  as  preventing  the  Com¬ 
mission  or  the  designated  self-regula¬ 
tory  organization  from  taking  action 
against  a  registrant  for  non-compli¬ 
ance  with  any  of  the  provisions  of  this 
section. 

(b)  For  the  purposes  of  this  section: 

(1)  Where  the  applicant  or  registrant 
has  an  asset  or  liability  which  is  de¬ 
fined  in  Securities  and  Exchange  Com¬ 
mission  rule  §240.15c3-l  of  this  title, 
the  Inclusion  or  exclusion  of  all  or 
part  of  such  asset  or  liability  for  the 
computation  of  adjusted  net  capital 
and  aggregate  indebtedness  shall  be  in 
accordance  with  §240.15c3-l  of  this 
title,  unless  specifically  stated  other¬ 
wise  in  this  section. 

(2)  "Customer”  means  customer  (as 
defined  in  §  1.3(k))  and  option  custom¬ 
er  (as  defined  in  §  32.1(d)). 

(3)  “Proprietary  account"  means  a 
commodity  futures  or  options  account 
carried  on  the  books  of  the  applicant 
or  registrant  for  the  applicant  or  regis¬ 
trant  itself,  or  for  general  partners. 

(4)  “Non-customer  account"  means  a 
commodity  futures  or  option  account 
carried  on  the  books  of  the  applicant 
or  registrant  which  is  not  included  in 
the  definition  of  customer  (as  defined 
in  §  1.17(b)(2))  or  proprietary  account 
(as  defined  in  §  1.17(b)(3)). 

(5)  “Commodity  option”,  "options 
customer",  “premium”,  “striking 
price",  “domestic  commodity  option 
exchange”,  and  “domestic  option  cus¬ 
tomer  funds”  have  the  same  meaning 
as  in  part  32  of  these  regulations. 

(c)  Definitions:  For  the  purposes  of 
this  section: 

(1)  “Net  capital”  means  the  amount 
by  which  current  assets  exceed  liabil¬ 
ities.  In  determining  “net  capital”: 

(i)  Unrealized  profits  shall  be  added 
and  unrealized  losses  shall  be  deduct¬ 
ed  in  the  accounts  of  the  applicant  or 
registant,  including  unrealized  profits 
and  losses  on  fixed  price  commitments 
and  forward  contracts: 

(ii)  All  long  and  all  short  positions  in 
listed  security  options  shall  be  marked 
to  their  market  value  and  all  long  and 


all  short  securities  and  commodities 
positions  shall  be  marked  to  their 
market  value; 

(iii)  The  value  attributed  to  any  non- 
transferable  commodity  option  shall 
be  the  difference  between  the  option's 
striking  price  and  the  market  value  for 
the  actual  commodity  or  futures  con¬ 
tract  which  is  the  subject  of  the 
option.  In  the  case  of  a  call  commodity 
option,  if  the  market  value  for  the 
actual  commodity  or  futures  contract 
which  Is  the  subject  of  the  option  is 
less  than  the  striking  price  of  the 
option,  it  shall  be  given  no  value.  In 
the  case  of  a  put  commodity  option,  if 
the  market  value  for  the  actual  com¬ 
modity  or  futures  contract  which  is 
the  subject  of  the  option  is  more  than 
the  striking  price  of  the  option,  it 
shall  be  given  no  value;  and 

(iv)  The  value  attributed  to  any  un¬ 
listed  security  option  shall  be  the  dif¬ 
ference  between  the  option's  exercise 
value  or  striking  value  and  the  market 
value  of  the  underlying  security.  In 
the  case  of  an  unlisted  call,  if  the 
market  value  of  the  underlying  securi¬ 
ty  is  less  than  the  exercise  value  or 
striking  value  of  such  call,  it  shall  be 
given  no  value;  and,  in  the  case  of  an 
unlisted  put,  if  the  market,  value  of 
the  underlying  security  is  more  than 
the  exercise  value  or  striking  value  of 
the  unlisted  put,  it  shall  be  given  no 
value. 

(2)  The  term  “current  assets”  means 
cash  and  other  assets  or  resources 
commonly  identified  as  those  which 
are  reasonably  expected  to  be  realized 
in  cash  or  sold  during  the  next  12 
months.  “Current  assets”  shall: 

(i)  Exclude  any  unsecured  commod¬ 
ity  futures  or  option  account  contain¬ 
ing  a  ledger  balance  and  open  trades, 
the  combination  of  which  liquidates  to 
a  deficit  or  containing  a  debit  ledger 
balance  only,  provided  however,  defi¬ 
cits  or  debit  ledger  balances  in  unse¬ 
cured  customers’,  non-customers'  and 
proprietary  accounts,  which  are  the 
subject  of  calls  for  margin  or  other  re¬ 
quired  deposits  which  are  outstanding 
one  business  day  or  less,  may  be  in¬ 
cluded  in  current  assets; 

(ii)  Exclude  all  unsecured  receiv¬ 
ables,  advances  and  loans  except  for: 

(A)  Receivables  resulting  from  the 
marketing  of  inventories  commonly  as¬ 
sociated  with  the  business  activities  of 
the  applicant  or  registrant  and  ad¬ 
vances  on  fixed  price  purchase  com¬ 
mitments;  Provided,  such  receivables 
or  advances  are  outstanding  no  longer 
than  seventy-five  (75)  days  from  the 
date  that  they  arise; 

(B)  Interest  receivable,  floor  broker¬ 
age  receivable,  commissions  receivable 
from  other  brokers  or  dealers  (other 
than  syndicate  profits),  mutual  fund 
concessions  receivable  and  manage¬ 
ment  fees  receivable  from  registered 
investment  companies  and  commodity 
pools,  provided  such  receivables  are 
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outstanding  no  longer  than  thirty  (30) 
days  from  the  date  they  arise;  and 
dividends  receivable  outstanding  no 
longer  than  thirty  (30)  days  from  the 
payable  date; 

(C)  Receivables  from  “clearing  orga¬ 
nizations,”  option  clearing  organiza¬ 
tions,  foreign  clearing  organizations, 
and  securities  clearing  organizations; 

(D)  Receivables  from  registered  fu¬ 
tures  commission  merchants  or  bro¬ 
kers,  resulting  from  commodity  fu¬ 
tures  or  option  transactions,  except 
those  specifically  excluded  under  para¬ 
graph  (c)(2)(i)  of  this  section; 

(E)  Insurance  claims  which  arise 
from  a  reportable  segment  of  the  ap¬ 
plicant’s  or  registrant’s  overall  busi¬ 
ness  activities,  as  defined  in  generally 
accepted  accounting  principles,  other 
than  in  the  commodity  futures,  com¬ 
modity  option,  security,  and  security 
option  segments  of  the  applicant's  or 
registrant’s  business  activities  which 
are  not  outstanding  more  than  seven¬ 
ty-five  (75)  days  after  the  date  they 
are  recorded  as  a  receivable. 

(F)  All  other  insurance  claims  not 
subject  to  paragraph  (c)(2)(ii)(E)  of 
this  section,  which  are  not  older  than 
seven  (7)  business  days  from  the  date 
the  loss  giving  rise  to  the  claim  is  dis¬ 
covered;  insurance  claims  which  are 
not  older  than  twenty  (20)  business 
days  from  the  date  the  loss  giving  rise 
to  the  claim  is  discovered  and  which 
are  covered  by  an  opinion  of  outside 
counsel  that  the  claim  is  valid  and  is 
covered  by  insurance  policies  presently 
in  effect;  insurance  claims  which  are 
older  than  twenty  (20)  business  days 
from  the  date  the  loss  giving  rise  to 
the  claim  is  discovered  and  which  are 
covered  by  an  opinion  of  outside  coun¬ 
sel  that  the  claim  is  valid  and  is  cov¬ 
ered  by  insurance  policies  presently  in 
effect  and  which  have  been  acknowl¬ 
edged  in  writing  by  the  insurance  car¬ 
rier  as  due  and  payable,  provided  such 
claims  are  not  outstanding  longer  than 
twenty  (20)  business  days  from  the 
date  they  are  so  acknowledged  by  the 
carrier; 

(iii)  Exclude  all  prepaid  expenses 
and  deferred  charges; 

(iv)  Exclude  all  inventories  except 
for: 

(A)  Readily  marketable  spot  com¬ 
modities;  or  spot  commodities  which 
“adequately  collateralize”  indebted¬ 
ness  under  paragraph  (c)(7)  of  this 
section; 

(B)  Securities  which  are  considered 
“readily  marketable”  (as  defined  in  17 
CFR  240.15c3-l(c)(ll))  or  which  “ade¬ 
quately  collateralize”  indebtedness 
under  paragraph  (c)(7).  of  this  section; 

(C)  Work  in  process  and  finished 
goods  at  market  value  which  result 
from  the  processing  of  commodities; 

(D)  Raw  materials  at  market  value 
which  will  be  combined  with  spot  com¬ 
modities  to  produce  a  finished  pro¬ 
cessed  commodity;  and 


(E)  Inventories  held  for  resale  com¬ 
monly  associated  with  the  business  ac¬ 
tivities  o'f  the  applicant  or  registrant; 

(v)  Include  fixed  assets  and  assets 
which  otherwise  would  be  considered 
non-current  to  the  extent  of  any  in¬ 
debtedness  excluded  in  accordance 
with  paragraph  (c)(6)(v)  of  this  sec¬ 
tion,  provided  such  liabilities  are  not 
excluded  from  liabilities  in  the  compu¬ 
tation  of  net  capital  under  paragraph 
(c)(4)(v)  of  this  section; 

(vi)  Exclude  all  assets  doubtful  of 
collection  or  realization  less  any  re¬ 
serves  established  therefore; 

(vii)  Include,  in  the  case  of  future 
income  tax  benefits  arising  as  a  result 
of  unrealized  losses,  the  amount  of 
such  benefits  not  exceeding  the 
amount  of  income  tax  liabilities  ac¬ 
crued  on  the  books  and  records  of  the 
applicant  or  registrant,  but  only  to  the 
extent  such  benefits  could  have  been 
applied  to  reduce  accrued  tax, liabil¬ 
ities  on  the  date  of  the  capital  compu¬ 
tation,  had  the  related  unrealized 
losses  been  realized  on  that  date; 

(viii)  Include  guarantee  deposits 
with  and  to  the  extent  of  margin 
value,  stock  in  clearing  organizations. 

(ix)  Exclude  exchange  memberships. 

(3)  A  loan  or  advance  or  any  other 
form  of  receivable  shall  not  be  consid¬ 
ered  "secured”  for  the  purposes  of 
paragraph  (c)(2)  of  this  section  unless 
the  following  conditions  exist: 

(i)  The  receivable  is  secured  by  read¬ 
ily  marketable  collateral  which  is  oth¬ 
erwise  unencumbered  and  which  can 
be  readily  converted  into  cash  equal  to 
or  in  excess  of  that  part  of  the  receiv¬ 
able  which  is  shown  in  the  applicant’s 
or  registrant’s  records  as  secured;  and 

(ii)  (A)  The  readily  marketable  col¬ 
lateral  is  in  the  possession  or  control 
of  the  applicant  or  registrant;  or 

(B)  The  applicant  or  registrant  has  a 
legally  enforceable,  written  security 
agreement,  signed  by  the  debtor,  and 
has  a  perfected  security  interest  in  the 
readily  marketable  collateral  within 
the  meaning  of  the  laws  of  the  state  in 
which  the  readily  marketable  collater¬ 
al  is  located. 

(4)  The  term  “liabilities”  means  the 
total  money  liabilities  of  an  applicant 
or  registrant  arising  in  connection 
with  any  transaction  whatsoever,  in¬ 
cluding  economic  obligations  of  an  ap¬ 
plicant  or  registrant  that  are  recog¬ 
nized  and  measured  in  conformity 
writh  generally  accepted  accounting 
principles.  “Liabilities”  also  include 
certain  deferred  credits  that  are  not 
obligations  but  that  are  recognized 
and  measured  in  conformity  with  gen¬ 
erally  accepted  accounting  principles. 
For  the  purposes  of  computing  “net 
capital”,  the  term  “liabilities”: 

(i)  Excludes  liabilities  of  an  appli¬ 
cant  or  registrant  which  are  subordin¬ 
ated  to  the  claims  of  all  general  credi¬ 
tors  of  the  applicant  or  registrant  pur¬ 
suant  to  a  satisfactory  subordination 


agreement,  as  defined  in  paragraph 
(h)  of  this  section; 

(ii)  Excludes  the  amount  of  money, 
securities,  and  property  due  to  com¬ 
modity  futures  or  option  customers 
which  is  held  in  segregated  accounts 
in  compliance  with  the  requirements 
of  the  Act  and  these  regulations:  Pro¬ 
vided,  however.  That  such  exclusion 
may  be  taken  only  if  such  money,  se¬ 
curities,  and  property  held  in  segregat¬ 
ed  accounts  have  been  excluded  from 
current  assets  in  computing  net  cap¬ 
ital; 

(iii)  Includes,  in  the  case  of  an  appli¬ 
cant  or  registrant  who  is  a  sole  propri¬ 
etor.  the  excess  of  liabilities  which 
have  not  been  incurred  in  the  course 
of  business  as  a  futures  commission 
merchant  over  assets  not  used  in  the 
business; 

(iv)  Excludes  the  lesser  of  any  de¬ 
ferred  income  tax  liability  related  to 
the  items  in  (A),  (B),  and  (C)  below,  or 
the  sum  of  (A),  (B),  and  (C)  below: 

(A)  The  aggregate  amount  resulting 
from  applying  to  the  amount  of  the 
deductions  computed  in  accordance 
with  paragraph  (c)(5)  or  paragraph  (g) 
of  this  section,  the  appropriate  Feder¬ 
al  and  State  tax  rates(s)  applicable  to 
any  unrealized  gain  on  the  asset  on 
which  the  deduction  was  computed; 

(B)  Any  deferred  tax  liability  related 
to  income  accrued  which  is  directly  re¬ 
lated  to  an  asset  otherwise  deducted 
pursuant  to  this  section; 

(C)  Any  deferred  tax  liability  related 
to  unrealized  appreciation  in  value  of 
any  asset(s)  which  has  been  otherwise 
excluded  from  current  assets  in  accor¬ 
dance  with  the  provisions  of  this  sec¬ 
tion;  and 

(v)  Excludes  liabilities  which  would 
be  classified  as  long  term  in  accor¬ 
dance  with  generally  accepted  ac¬ 
counting  principles  to  the  extent  of 
the  net  book  value  of  plant,  property, 
and  equipment  which  is  used  in  the  or¬ 
dinary  course  of  any  trade  or  business 
of  the  applicant  or  registrant  which  is 
a  reportable  segment  of  the  appli¬ 
cant’s  or  registrant’s  overall  business 
activities,  as  defined  in  generally  ac¬ 
cepted  accounting  principles,  other 
than  in  the  commodity  futures,  com¬ 
modity  option,  security,  and  security 
option  segments  of  the  applicant’s  or 
registrant’s  business  activities;  Pro¬ 
vided:  That,  such  plant,  property,  and 
equipment  is  not  included  in  current 
assets  pursuant  to  paragraph  (c)(2)(v) 
of  this  section,  and  Provided  further: 
That,  the  exclusion  provided  for  in 
this  paragraph  (c)(4)(v)  does  not  apply 
when  computng  aggregate  indebted¬ 
ness  pursuant  to  paragraph  (c)(6)  of 
this  section. 

(5)  The  term  “adjusted  net  capital” 
means  net  capital  less: 

(i)  The  amount  by  which  any  ad¬ 
vances  paid  by  the  applicant  or  regis¬ 
trant  on  cash  commodity  contracts 
and  used  in  computing  net  capital  ex- 
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ceeds  95  percent  of  the  market  value 
of  the  commodities  covered  by  such 
contracts; 

(ii)  In  the  case  of  all  inventory,  fixed 
price  commitments  and  forward  con¬ 
tracts  the  applicable  percentage  of  the 
net  position  specified  below: 

(A)  Inventory  which  is  covered  by 
commodity  futures  or  options— 5  per¬ 
cent  of  the  market  value. 

(B)  Inventory  which  is  not  covered— 
20  percent  of  the  market  value. 

(C)  Fixed  price  commitments  (open 
purchases  and  sales)  and  forward  con¬ 
tracts  which  are  covered  by  commod¬ 
ity  futures  or  options.— 10  percent  of 
the  market  value. 

(D)  Fixed  price  commitments  (open 
purchases  and  sales)  and  forward  con¬ 
tracts  which  are  not  covered  by  com¬ 
modity  futures  or  options— 20  percent 
of  the  market  value. 

(iii)  (Reserved). 

(Iv)  (Reserved). 

(v)  In  the  case  of  securities  and  obli¬ 
gations  used  by  the  applicant  or  regis¬ 
trant  in  computing  net  capital,  and  in 
the  case  of  securities  in  segregation 
pursuant  to  section  4d(2)  of  the  Act 
and  these  regulations  which  were  not 
deposited  by  customers,  the  percent¬ 
ages  specified  in  17  CFR  240.15c3-l 
(c)(2)(vi)  (“Securities  Haircuts”)  and 
100  percent  of  the  value  of  “Non-Mar- 
ketable  Securities"  as  specified  in  17 
CFR  240.15c3-l(cX2)(vii),  or  where  ap¬ 
propriate,  for  Securities  Brokers  or 
Dealers  the  percentages  specified  in  17 
CFR  240.15c3-l(f); 

(vi)  In  the  case  of  securities  options 
used  by  the  applicant  or  registrant  in 
computing  net  capital,  the  deductions 
specified  in  17  CFR  240.15c3-l  Appen¬ 
dix  A,  after  effecting  certain  adjust¬ 
ments  to  net  capital  for  listed  and  un¬ 
listed  options  as  set  forth  in  such  Ap¬ 
pendix; 

(vii)  In  the  case  of  an  applicant  or 
registrant  who  has  open  contractual 
commitments,  as  hereinafter  defined, 
the  deductions  specified  in  17  CFR 
240.15c3-l  (c)(2)(viii); 

(viii)  For  undermargined  customer 
commodity  futures  and  grantor  com¬ 
modity  option  accounts,  the  amount  of 
funds  required  in  each  such  account  to 
meet  maintenance  margin  require¬ 
ments  of  the  applicable  board  of  trade 
or  if  there  are  no  such  maintenance 
margin  requirements,  clearing  organi¬ 
zation  margin  requirements  applicable 
to  such  positions  after  application  of 
calls  for  margin,  or  other  required  de¬ 
posits  which  are  outstanding  five  busi¬ 
ness  days  or  less  until  December  31, 
1979,  four  business  days  or  less  until 
December  31,  1980,  and  three  business 
days  or  less  thereafter.  If  there  are  no 
such  maintenance  margin  require¬ 
ments  or  clearing  organization  margin 
requirements  on  such  accounts,  then 
the  amount  of  funds  required  to  pro¬ 
vide  margin  equal  to  the  amount  nec¬ 
essary  after  application  of  calls  for 


margin,  or  other  required  deposits  out¬ 
standing  five  days  or  less  until  Decem¬ 
ber  31,  1979,  four  days  or  less  until  De¬ 
cember  31,  1980,  and  three  days  or  less 
thereafter  to  restore  original  margin 
when  the  initial  margin  has  been  de¬ 
pleted  by  50  percent  or  more.  Pro¬ 
vided,  to  the  extent  a  deficit  is  ex¬ 
cluded  from  current  assets  in  accor¬ 
dance  with  paragraph  (c)(2)(i)  if  this 
section  such  amount  shall  not  also  be 
deducted  under  this  paragraph 
(c)(5)(viii); 

(ix)  For  undermargined  non-custom¬ 
er  and  omnibus  commodity  futures 
and  grantor  commodity  option  ac¬ 
counts,  the  amount  of  funds  required 
in  each  such  account  to  meet  mainte¬ 
nance  margin  requirements  of  the  ap¬ 
plicable  board  of  trade  or  if  there  are 
no  such  maintenance  margin  require¬ 
ments,  clearing  organization  margin 
requirements  applicable  to  such  posi¬ 
tions  after  application  of  calls  for 
margin,  or  other  required  deposits 
which  are  outstanding  two  business 
days  or  less.  If  there  are  not  such 
maintenance  margin  requirements  or 
clearing  organization  margin  require¬ 
ments,  then  the  amount  of  funds  re¬ 
quired  to  provide  margin  equal  to  the 
amount  necessary  after  application  of 
calls  for  margin,  or  other  required  de¬ 
posits  outstanding  two  days  or  less  to 
restore  original  margin  when  the  ini¬ 
tial  margin  has  been  deleted  by  50  per¬ 
cent  or  more.  Provided,  to  the  extent  a 
deficit  is  excluded  from  current  assets 
in  accordance  with  paragraph  (cX2)(i) 
if  this  section  such  amount  shall  not 
also  be  deducted  under  this  paragraph 
(c)(5)(ix); 

(x)  In  the  case  of  open  futures  con¬ 
tracts  and  grantor  commodity  options 
held  in  proprietary  accounts  carried 
by  the  applicant  or  registrant  which 
are  not  covered  by  a  position  held  by 
the  applicant  or  registrant  or  which 
are  not  the  result  of  a  "changer  trade” 
made  in  accordance  with  the  rules  of  a 
contract  market  the  safety  factor  shall 
be: 

(A)  For  an  applicant  or  registrant  which  is  a 
clearing  member  of  a  contract  market  or 
domestic  commodity  option  exchange  for 
the  positions  cleared  by  such  member  on 
such  contract  market  or  domestic  com¬ 
modity  option  exchange,  the  applicable 
margin  requirement  of  the  applicable 
clearing  organization; 

(B)  For  an  applicant  or  registrant  which  is  a 
member  of  a  contract  market  or  domestic 
commodity  option  exchange  150%  of  the 
applicable  maintenance  margin  require¬ 
ment  of  the  applicable  board  of  trade  or 
clearing  organization  whichever  is  greater; 

(C)  For  all  other  applicants  or  registrants, 
200%  of  the  applicable  maintenance 
margin  requirement  of  the  applicable 
board  of  trade  or  clearing  organization 
whichever  is  greater;  or 

(D)  For  open  contracts  and  commodity  op¬ 
tions  for  which  there  is  no  applicable 
maintenance  margin  requirements,  200% 
of  the  applicable  initial  margin  require¬ 
ment. 


Provided,  the  equity  in  any  such  pro¬ 
prietary  account  shall  reduce  the  de¬ 
duction  required  by  this  paragraph 
(c)(5)(x)  if  such  equity  is  not  other¬ 
wise  includable  in  adjusted  net  capital; 

(xi)  In  the  case  of  an  applicant  or 
registrant  which  is  a  taker  of  a  com¬ 
modity  option,  the  safety  factor  shall 
be  the  amount  of  any  commodity 
option  premium  which  has  been  used 
to  increase  adjusted  net  capital  and  in 
the  case  of  an  applicant  or  registrant 
which  is  a  grantor  of  an  commodity 
option,  the  safety  factor  may  be  re¬ 
duced  by  the  amount  of  any  commod¬ 
ity  option  premium  which  has  not 
been  previously  recognized  as  income; 
and 

(xii)  In  the  case  of  a  commodity 
option  which  is  carried  long  by  the  ap¬ 
plicant  or  registrant  as  a  taker  of  a 
commodity  option  which  has  value 
and  such  value  is  used  to  increase  ad¬ 
justed  net  capital,  the  same  safety 
factor  as  if  the  applicant  or  registrant 
were  the  grantor  of  such  option  in  ac¬ 
cordance  with  pargraph  (c)(5)(x)  of 
this  section,  but  in  no  event  shall  the 
safety  factor  be  greater  than  the  value 
attributed  to  such  option. 

(xiii)  Five  percent  of  all  unsecured 
receivables  includable  under  para¬ 
graph  (c)(2Xii)(D)  of  this  section  used 
by  the  applicant  or  registrant  in  com¬ 
puting  "net  capital”  and  which  are  not 
receivable  from  (A)  a  registered  fu¬ 
tures  commission  merchant,  or  (B)  a 
broker  or  dealer  which  is  registered  as 
such  with  the  Securities  and  Exchange 
Commission. 

(xiv)  For  Securities  Brokers  and 
Dealers,  all  other  deductions  specified 
in  §  240.15c3-l. 

(6)  The  term  "aggregate  indebted¬ 
ness”  means  "liabilities”  as  defined  in 
paragraph  (c)(4)  of  this  section  exclud¬ 
ing: 

(i)  Indebtedness  adequately  collater¬ 
alized  by  spot  commodities  which  are 
carried  long  by  the  applicant  or  regis¬ 
trant  and  indebtedness  adequately  col¬ 
lateralized  by  securities  which  are  car¬ 
ried  long  by  the  applicant  or  regis¬ 
trant  and  which  have  not  been  sold,  or 
by  securities  which  collateralize  a  se¬ 
cured  demand  note  pursuant  to  para¬ 
graph  (h)  of  this  section; 

(ii)  Indebtedness  arising  in  connec¬ 
tion  with  an  advance  to  a  non  propri¬ 
etary  account  when  such  indebtedness 
is  adequately  collateralized  by  spot 
commodites  eligible  for  delivery  on  a 
contract  market  and  when  such  spot 
commodites  are  fully  hedged; 

(iii)  Advances  received  by  the  appli¬ 
cant  or  registrant  against  bills  of 
lading  issued  in  connection  with  the 
shipment  of  commodities  sold  by  the 
applicant  or  registrant; 

(iv)  Equity  balances  in  the  accounts 
of  general  partners; 

(v)  Long-term  debt  adequately 
collat-  eralized  by  assets  acquired  for 
use  in  the  ordinary  course  of  the  trade 
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or  business  of  an  applicant  or  regis¬ 
trant  but  no  other  long-term  debt  ade¬ 
quately  collateralized  by  assets  of  the 
applicant  or  registrant  shall  be  ex¬ 
cluded  unless  the  sole  recourse  of  the 
creditor  for  nonpayment  of  such  liabil¬ 
ity  is  to  such  asset; 

(vi)  Liabilities  which  are  effectively 
subordinated  to  the  claims  of  creditors 
(but  which  are  not  subject  to  a  satis¬ 
factory  subordination  agreement  as 
defined  in  paragraph  (h)  of  this  sec¬ 
tion)  by  other  than  customers  of  the 
applicant  or  registrant  prior  to  such 
subordination,  and  such  subordina¬ 
tions  by  customers  as  may  be  approved 
by  the  applicable  designated  self-regu¬ 
latory  organization  or  if  the  applicant 
or  registrant  is  not  a  member  of  a  des¬ 
ignated  self-regulatory  organization, 
then  the  Commission;  and 

(vii)  Deferred  tax  liabilities,  not  al¬ 
ready  excluded  in  paragraph  (c)(4)(iv) 
of  the  section. 

(7)  “Liabilities”  are  “adequately  col¬ 
lateralized”  when,  pursuant  to  a  legal¬ 
ly  enforceably  written  instrument, 
such  liabilities  are  secured  by  identi¬ 
fied  assets  that  are  otherwise  unen¬ 
cumbered  and  the  market  value  of 
which  exceeds  the  amount  of  such  li¬ 
abilities. 

(8)  The  term  "contractual  commit¬ 
ments"  shall  include  underwriting, 
when  issued,  when  distributed  and  de¬ 
layed  delivery  contracts;  the  writing  or 
endorsement  of  security  puts  and  calls 
and  combinations  thereof;  and  com¬ 
mitments  in  foreign  currencies;  but 
shall  not  include  uncleared  regular 
way  purchases  and  sales  of  securities. 
As  series  of  contracts  of  purchase  or 
sale  of  the  same  security,  conditioned, 
if  at  all,  only  upon  issuance,  may  be 
treated  as  an  individual  commitment. 

(d)  No  applicant  or  registrant  shall 
permit  the  total  of  outstanding  princi¬ 
pal  amounts  of  its  satisfactory  subor¬ 
dination  agreements  (other  than  such 
agreements  w'hich  qualify  under  this 
paragraph  (d)  as  equity  capital)  to 
exceed  70  percent  of  its  debt-equity 
total,  as  hereinafter  defined,  for  a 
period  in  excess  of  90  days  or  for  such 
longer  period  which  the  Commission 
may,  upon  application  of  the  applicant 
or  registrant,  grant  in  the  public  inter¬ 
est  or  for  the  protection  of  investors. 
In  the  case  of  a  corporation,  the 
debt — equity  total  shall  be  the  sum  of 
its  outstanding  principal  amounts  of 
satisfactory  subordination  agreements, 
par  or  stated  value  of  capital  stock, 
paid  in  capital  in  excess  of  par,  re¬ 
tained  earnings,  unrealized  profit  and 
loss  and  other  capital  accounts.  In  the 
case  of  a  partnership,  the  debt-equity 
total  shall  be  the  sum  of  its  outstand¬ 
ing  principal  amounts  of  satifactory 
subordination  agreements,  capital  ac¬ 
counts  of  partners  (exclusive  of  such 
partners’  commodity  and  securities  ac¬ 
counts)  subject  to  the  provisions  of 
paragraph  (e)  of  this  section,  and  un¬ 


realized  profit  and  loss.  In  the  case  of 
a  sole  proprietorship,  the  debt-equity 
total  shall  include  the  sum  of  its  out¬ 
standing  principal  amounts  of  satisfac¬ 
tory  subordination  agreements,  capital 
accounts  of  the  sole  proprietorship 
and  unrealize  profit  and  loss.  Pro¬ 
vided.  however,  that  a  satisfactory 
subordination  agreement  entered  into 
by  a  partner  or  stockholder  which  has 
an  intial  term  of  at  least  three  years 
and  has  a  remaining  term  of  not  less 
than  12  months  shall  be  considered 
equity  for  the  purposes  of  this  para¬ 
graph  (d)  if;  (1)  it  does  not  have  any  of 
the  provisions  for  accelerated  maturi¬ 
ty  provided  for  by  paragraphs 
(h)(2)(ix)(A),  (h)(2)(x)(A),  or 

(h)(2)(x)(B)  of  this  section,  and  is 
maintained  as  capital  subject  to  the 
provisions  restricting  the  withdrawal 
thereof  required  by  paragraph  (e)  of 
this  section,  or  (2)  the  partnership 
agreement  provides  that  capital  con¬ 
tributed  pursuant  to  a  satisfactory 
subordination  agreement  as  defined  in 
paragraph  (h)  of  this  section  shall  in 
all  respects  be  partnership  capital  sub¬ 
ject  to  the  provisions  restricting  the 
withdrawal  thereof  required  by  para¬ 
graph  (e)  of  this  section. 

(e)  No  equity  capital  of  the  applicant 
or  registrant  or  a  subsidiary’s  or  affili¬ 
ate’s  equity  capital  consolidated  pursu¬ 
ant  to  paragraph  (f)  of  this  section, 
whether  in  the  form  of  capital  contri¬ 
butions  by  partners  (excluding 
amounts  in  the  commodites  and  secu¬ 
rities  accounts  of  partners  ajid  bal¬ 
ances  in  limited  partners’  capital  ac¬ 
counts  in  excess  of  their  stated  capital 
contributions),  par  or  stated  value  of 
capital  stock,  paid-in  capital  in  excess 
of  par  or  stated  value,  retained  earn¬ 
ings  or  other  capital  accounts,  may  be 
withdrawn  by  action  of  a  stockholder 
or  partner  or  by  redemption  or  repur¬ 
chase  of  shares  of  stock  by  any  of  the 
consolidated  entities  or  through  the 
payment  of  dividends  or  any  similar 
distribution,  nor  may  any  unsecured 
advance  or  loan  be  made  to  a  stock¬ 
holder,  partner,  sole  proprietor,  or  em¬ 
ployee  if.  after  giving  effect  thereto 
and  to  any  other  such  withdrawals,  ad¬ 
vances,  or  loans  and  any  payments  of 
payment  obligations  (as  defined  in 
paragraph  (h)  of  this  section)  under 
satisfactory  subordination  agreements 
and  any  payments  of  liabilities  ex¬ 
cluded  pursuant  to  paragraph  (c)(4)(v) 
of  this  section  which  are  scheduled  to 
occur  within  six  months  following 
such  withdrawal,  advance  or  loan, 
either  adjusted  net  capital  of  any  of 
the  consolidated  entities  would  be  less 
than  10  percent  of  aggregate  indebted¬ 
ness  or  its  adjusted  net  capital  would 
fail  to  equal  120  percentum  of  the  ap¬ 
propriate  minimum  dollar  amount  re¬ 
quired  or  would  be  less  than  7  percent 
of  the  amount  required  to  be  segregat¬ 
ed  pursuant  to  the  Act  and  these  regu¬ 
lations  plus  for  Securities  Brokers  or 


Dealers,  7  percent  of  the  aggregate 
debit  items  computed  pursuant  to  17 
CFR  2‘i0.15c3-3,  or  in  the  case  of  any 
applicant  or  registrant  included  within 
such  consolidation,  if  the  total  out¬ 
standing  principal  amounts  of  satisfac¬ 
tory  subordination  agreements  of  the 
applicant  or  registrant  (other  than 
such  agreements  which  qualify  as 
equity  under  paragraph  (d)  of  this  sec¬ 
tion)  would  exceed  70  percent  of  the 
debt-equity  total  as  defined  in  para¬ 
graph  (d).  Provided,  that  this  provi¬ 
sion  shall  not  preclude  an  applicant  or 
registrant  from  making  required  tax 
payments  or  preclude  the  payment  to 
partners  of  reasonable  compensation. 
The  Commission  may,  upon  applica¬ 
tion  of  the  applicant  or  registrant, 
grant  relief  from  this  paragraph  (e)  if 
the  Commission  deems  it  to  be  in  the 
public  interest  or  for  the  protection  of 
non-proprietary  accounts. 

(f)(1)  Every  applicant  or  registrant, 
in  computing  its  net  capital  and  aggre¬ 
gate  indebtedness  pursuant  to  this  sec¬ 
tion  must,  subject  to  the  provisions  of 
paragraphs  (f)(2)  and  (f)(4)  of  this  sec¬ 
tion,  consolidate  in  a  single  computa¬ 
tion  assets  and  liabilities  of  any  sub¬ 
sidiary  or  affiliate  for  which  it  guaran¬ 
tees,  endorses,  or  assumes  directly  or 
indirectly  the  obligations  or  liabilities. 
The  assets  and  liabilities  or  a  subsid¬ 
iary  of  affiliate  whose  liabilities  and 
obligations  have  not  been  guaranteed, 
endorsed,  or  assumed  directly  or  indi¬ 
rectly  by  the  applicant  or  registrant 
may  also  be  so  consolidated  if  an  opin¬ 
ion  of  counsel  is  obtained  as  provided 
for  in  paragraph  (f)(2)  of  this  section. 

(2)(i)  If  the  consolidation,  provided 
for  in  paragraph  (f)(1)  of  this  section, 
of  any  such  subsidiary  or  affiliate  re¬ 
sults  in  the  increase  of  the  applicant’s 
or  registrant’s  adjusted  net  capital 
and/or  increases  the  applicant's  or 
registrant’s  percentage  of  adjusted  net 
capita!  to  aggregate  indebtedness  or 
increases  the  applicant’s  or  regis¬ 
trant’s  adjusted  net  capital  and/or  de¬ 
creases  the  minimum  adjusted  net  cap¬ 
ital  requirement  called  for  by  para¬ 
graph  (g)(1)  of  this  section  and  an 
opinion  of  counsel  called  for  in  para¬ 
graph  (f)(2)(ii)  of  this  section  has  not 
been  obtained,  such  benefits  shall  not 
be  recognized  in  the  applicant’s  or  reg¬ 
istrant’s  computation  required  by  this 
section. 

(ii)  Except  as  provided  for  in  para¬ 
graph  (f)(2)(i)  of  this  section,  consoli¬ 
dation  shall  be  permitted  with  respect 
to  any  subsidiaries  or  affiliates  which 
are  majority  owned  and  controlled  by 
the  applicant  or  registrant  and  for 
which  the  applicant  or  registrant  can 
demonstrate  to  the  satisfaction  of  the 
Commission,  and  the  designated  self- 
regulatory  organizaton,  if  any.  by  an 
opinion  of  counsel  that  the  net  asset 
values,  or  the  portion  thereof  related 
to  the  parent’s  ownership  interest  in 
the  subsidiary  of  affiliate,  may  be 
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caused  by  the  applicant  or  registrant 
or  an  appointed  trustee  to  be  distribut¬ 
ed  to  the  applicant  or  registrant 
within  30  calendar  days.  Such  opinion 
must  also  set  forth  the  actions  neces¬ 
sary  to  cause  such  a  distribution  to  be 
made,  identify  the  parties  having  the 
authority  to  take  such  actions,  identi¬ 
fy  and  describe  the  rights  of  other 
parties  or  classes  of  parties,  including 
but  not  limited  to  customers,  general 
creditors,  subordinated  lenders,  minor¬ 
ity  shareholders,  employees,  litigants, 
and  governmental  or  regulatory  au¬ 
thorities,  who  may  delay  or  prevent 
such  a  distribution  and  such  other  as¬ 
surances  as  the  Commission  or  the 
desigrated  self-regulatory  organizaton 
by  rule  or  interpretation  may  require. 
Such  opinion  must  be  current  and  pe¬ 
riodically  renewed  in  connection  with 
the  applicant’s  or  registrant’s  annual 
audit  pursuant  to  section  1.10  or  upon 
any  material  change  in  circumstances. 

(3)  In  preparing  a  consolidated  com¬ 
putation  of  adjusted  net  capital  and/ 
or  aggregate  indebtedness  pursuant  to 
this  section,  the  following  minimum 
and  non-exclusive  requirements  shall 
be  observed: 

(i)  Consolidated  adjusted  net  capital 
shall  be  reduced  by  the  estimated 
amount  of  any  tax  reasonably  antici¬ 
pated  to  be  incurred  upon  distribution 
of  the  assets  of  the  subsidiary  or  affili¬ 
ate. 

(ii)  Liabilities  of  a  consolidated  sub¬ 
sidiary  or  affiliate  which  are  subordin¬ 
ated  to  the  claims  of  present  and 
future  creditors  pursuant  to  a  satisfac¬ 
tory  subordination  agreement  shall  be 
deducted  from  consolidated  adjusted 
net  capital  unless  such  subordination 
extends  also  to  the  claims  of  present 
or  future  creditors  of  the  parent  appli¬ 
cant  or  registrant  and  all  consolidated 
subsidiaries. 

(iii)  Subordinated  liabilities  of  a  con¬ 
solidated  subsidiary  or  affiliate  which 
are  consolidated  in  accordance  with 
paragraph  (f)(3)(ii)  of  this  section  may 
not  be  prepaid,  repaid,  or  accelerated 
if  any  of  the  entities  included  in  such 
consolidation  would  otherwise  be 
unable  to  comply  with  the  provisions 
of  paragraph  (h)  of  this  section. 

(iv)  Each  applicant  or  registrant  in¬ 
cluded  within  the  consolidation  shall 
at  all  times  be  in  compliance  with  the 
adjusted  net  capital  requirement  to 
w'hich  it  is  subject. 

(4)  No  applicant  or  registrant  shall 
grarantee,  endorse,  or  assume  directly 
or  indirectly  any  obligation  or  liability 
of  a  subsidiary  or  affiliate  unless  the 
obligation  or  liability  is  reflected  in 
the  computation  of  adjusted  net  cap¬ 
ital  and/or  aggregate  indebtedness 
pursuant  to  this  section  except  as  pro¬ 
vided  in  paragraph  (f)(2)(i)  of  this  sec¬ 
tion. 

(g)  A  registrant  may  elect  not  to  be 
subject  to  the  limitations  of  paragraph 
(a)  of  this  section  respecting  aggregate 


indebtedness  as  defined  in  paragraph 
(c)(6)  of  this  section.  Provided,  That 
in  order  to  qualify  to  operate  under 
this  paragraph  (g),  such  registrant 
must  at  all  times  maintain  adjusted 
net  capital  equal  to  the  greater  of 
$150,000  ($50,000  for  a  member  of  a 
designated  self-regulatory  organiza¬ 
tion)  or  4  percent  of  the  funds  re¬ 
quired  to  be  segregated  by  the  Act  and 
these  regulations  plus  for  Securities 
Brokers  or  Dealers,  4  percent  of  the 
aggregate  debit  items  computed  in  ac¬ 
cordance  with  the  Formula  for  Deter¬ 
mination  of  Reserve  Requirements 
(Exhibit  A  to  Rule  15c3-3,  17  CFR 
240.15c3-3a)  and  shall  notify  the  des¬ 
ignated  self-regulatory  organization,  if 
any.  and  the  Regional  Office  of  the 
Commission  in  which  the  registrant 
has  its  principal  place  of  business,  in 
writing  of  its  election  to  operate  under 
this  provision.  Once  a  registrant  has 
determined  to  operate  pursuant  to  the 
provisions  of  this  paragraph  (g),  he 
must  continue  to  do  so  unless  a  change 
in  such  election  is  approved  upon  ap¬ 
plication  to  the  Commission. 

(1) A  broker  or  dealer  electing  to  op¬ 
erate  pursuant  to  this  paragraph  (g) 
shall  be  subject  to  17  CFR  240.15c3- 
1(f)  in  lieu  of  paragraph  (c)(5)(v)  of 
this  section. 

(2)  A  broker  or  dealer  who  is  regis¬ 
tered  as  such  with  the  Securities  and 
Exchange  Commission  and  who  is 
exempt  from  the  provisions  of  17  CFR 
240.15c3-3  pursuant  to  paragraph 
(k)(l)  or  (k)(2)(i)  of  that  section  may 
not  elect  to  use  the  alternative  con¬ 
tained  in  this  paragraph  (g). 

(h)  The  term  satisfactory  subordina¬ 
tion  agreement  (hereinafter  “subordi¬ 
nation  agreement”)  means  an  agree¬ 
ment  which  contains  the  minimum 
and  non  exclusive  requirements  her¬ 
einafter  set  forth. 

(1)  Certain  definitions  for  purposes 
of  this  section:  (i)  A  subordination 
agreement  may  be  either  a  subordinat¬ 
ed  loan  agreement  or  a  secured 
demand  note  agreement. 

(ii)  The  term  “subordinated  loan 
agreement”  means  the  agreement  or 
agreements  evidencing  or  governing  a 
subordinated  borrowing  of  cash. 

(iii)  The  term  “collateral  value”  of 
any  securities  pledged  to  secure  a  se¬ 
cured  demand  note  means  the  market 
value  of  such  securities  after  giving 
effect  to  the  percentage  deductions 
specified  in  paragraph  (c)  of  this  sec¬ 
tion. 

(iv)  The  term  “payment  obligation” 
means  the  obligation  of  an  applicant 
or  registrant  in  respect  to  any  subordi¬ 
nation  agreement:  (A)  to  repay  cash 
loaned  to  the  applicant  or  registrant 
pursunt  to  a  subordinated  loan  agree¬ 
ment:  or  (B)  to  return  a  secured 
demand  note  contributed  to  the  appli¬ 
cant  or  registrant  or  to  reduce  the 
unpaid  principal  amount  thereof  and 
to  return  cash  or  securities  pledged  as 


collateral  to  secure  the  secured 
demand  note;  and  (C)  “payment”  shall 
mean  the  performance  by  a  applicant 
or  registrant  of  a  payment  obligation. 

(v)(A)  The  term  “secured  demand 
note  agreement”  means  an  agreement 
(including  the  related  secured  demand 
note)  evidencing  or  governing  the  con¬ 
tribution  of  a  secured  demand  note  to 
an  applicant  or  registrant  and  the 
pledge  of  securities  and/or  cash  with 
the  applicant  or  registrant  as  collater¬ 
al  to  secure  payment  of  such  secured 
demand  note.  The  secured  demand 
note  agreement  may  provide  that  nei¬ 
ther  the  lender,  his  heirs,  executors, 
administrators,  or  assigns  shall  be  per¬ 
sonally  liable  on  such  note  and  that  in 
the  event  of  default  the  applicant  or 
registrant  shall  look  for  payment  of 
such  note  solely  to  the  collateral  then 
pledged  to  secure  the  same. 

(B)  The  secured  demand  note  shall 
be  a  promissory  note  executed  by  the 
lender  and  shall  be  payable  on  the 
demand  of  the  applicant  or  registrant 
to  which  it  is  contributed;  Provided, 
however.  That  the  making  of  such 
demand  may  be  conditioned  upon  the 
occurrence  of  any  of  certain  events 
which  are  acceptable  to  the  designated 
self-regulatory  organization  and  the 
Commission. 

(C)  If  such  note  is  not  paid  upon 
presentment  and  demand  as  provided 
for  therein,  the  applicant  or  registrant 
shall  have  the  right  to  liquidate  all  or 
any  part  of  the  securities  then  pledged 
as  collateral  to  secure  payment  of  the 
same  and  to  apply  the  net  proceeds  of 
such  liquidation,  together  with  any 
cash  then  included  in  the  collateral,  in 
payment  of  such  note.  Subject  to  the 
prior  rights  of  the  applicant  or  regis¬ 
trant  as  pledgee,  the  lender,  as  defined 
herein,  may  retain  ownership  of  the 
collateral  and  have  the  benefit  of  any 
increases  and  bear  the  risks  of  any  de¬ 
creases  in  the  value  of  the  collateral 
and  may  retain  the  right  to  vote  secu¬ 
rities  contained  within  the  collateral 
and  any  right  to  income  therefrom  or 
distributions  thereon,  except  the  ap¬ 
plicant  or  registrant  shall  have  the 
right  to  receive  and  hold  as  pledgee  all 
dividends  payable  in  securities  and  all 
partial  and  complete  liquidating  divi¬ 
dends. 

(D)  Subject  to  the  prior  rights  of  the 
applicant  or  registrant  as  pledgee,  the 
lender  may  have  the  right  to  direct 
the  sale  of  any  securities  included  in 
the  collateral,  to  direct  the  purchase 
of  securities  with  any  cash  included 
therein,  to  withdraw  excess  collateral 
or  to  substitute  cash  or  other  securi¬ 
ties  as  collateral;  Provided,  That  the 
net  proceeds  of  any  such  sale  and  the 
cash  so  substituted  and  the  securities 
so  purchased  or  substituted  are  held 
by  the  applicant  or  registrant  as  pled¬ 
gee,  and  are  included  within  the  collat¬ 
eral  to  secure  payment  of  the  secured 
demand  note,  and  Provided  further. 
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That  no  such  transacton  shall  be  per¬ 
mitted  if,  after  giving  effect,  thereto, 
the  sura  of  the  amount  of  any  cash, 
plus  the  collateral  value  of  the  securi¬ 
ties,  then  pledged  as  collateral  to 
secure  the  secured  demand  note  would 
be  less  than  the  unpaid  principal 
amount  of  the  secured  demand  note. 

(E>  Upon  payment  by  the  lender,  as 
distinguished  from  a  reduction  by  the 
lender  which  is  provided  for  in  paia- 
graph  (hX2)(vi)(C)  of  this  section  or 
reduction  by  the  applicant  or  regis¬ 
trant  as  provided  for  in  paragraph 
(h)(2)(vii)  of  this  section,  of  all  or  any 
part  of  the  unpaid  principal  amount  of 
the  secured  demand  note,  the  appli¬ 
cant  or  registrant  shall  issue  to  the 
lender  a  subordinated  loan  agreement 
in  the  amount  of  such  payment  (or  in 
the  case  of  an  applicant  or  registrant 
that  is  a  partnership,  credit  a  capital 
account  of  the  lender),  or  issue  pre¬ 
ferred  or  common  stock  of  the  appli¬ 
cant  or  registrant  in  the  amount  of 
such  payment,  or  any  combination  of 
the  foregoing,  as  provided  for  in  the 
secured  demand  note  agreement. 

(F)  The  term  “lender”  means  the 
person  who  lends  cash  to  an  applicant 
or  registrant  pursuant  to  a  subordinat¬ 
ed  loan  agreement  and  the  person  who 
contributes  a  secured  demand  note  to 
an  applicant  or  registrant  pursuant  to 
a  secured  demand  note  agreement. 

(2)  Minimum  requirements  for  sub¬ 
ordination  agreements:  (i)  Subject  to 
paragraph  (h)(1)  of  this  section,  a  sub¬ 
ordination  agreement  shall  mean  a 
written  agreement  between  the  appli¬ 
cant  or  registrant  and  the  lender, 
which:  (A)  has  a  minimum  term  of  one 
year,  except  for  temporary  subordina¬ 
tion  agreements  provided  for  in  para¬ 
graph  (h)(3)(v)  of  this  section,  and 

(B)  Is  a  valid  and  binding  obligation 
enforceable  in  accordance  with  its 
terms  (subject  as  to  enforcement  to 
applicable  bankruptcy,  insolvency,  re¬ 
organization,  moratorium  and  other 
similar  laws)  against  the  applicant  or 
registrant  and  the  lender  and  their  re¬ 
spective  heirs,  executors,  administra¬ 
tors,  successors  and  assigns. 

(ii)  Specific  amount.  All  subordina¬ 
tion  agreements  shall  be  for  a  specific 
dollar  amount  which  shall  not  be  re¬ 
duced  for  the  duration  of  the  agree¬ 
ment  except  by  installments  as  specifi¬ 
cally  provided  for  their  in  and  except 
as  otherwise  provided  in  this  para¬ 
graph  (h)(2)  of  this  section. 

(iii)  Effective  subordination.  The 
subordination  agreement  shall  effec¬ 
tively  subordinate  any  right  of  the 
lender  to  receive  any  payment  with  re¬ 
spect  thereto,  together  with  accrued 
interest  or  compensation,  to  the  prior 
payment  or  provision  for  payment  in 
full  of  all  claims  of  all  present  and 
future  creditors  of  the  applicant  or 
registrant  arising  out  of  any  matter 
occurring  prior  to  the  date  on  which 
the  related  payment  obligation  ma¬ 


tures,  except  for  claims  which  are  the 
subject  of  subordination  agreements 
which  rank  on  the  same  priority  as  or 
junior  to  the  claim  of  the  lender  under 
such  subordination  agreements. 

( f v)  Proceeds  of  subordinated  loan 
agreements.  The  subordinated  loan 
agreement  shall  provide  that  the  cash 
proceeds  thereof  shall  be  used  and 
dealt  with  by  the  applicant  or  regis¬ 
trant  as  part  of  its  capital  and  shall  be 
subject  to  the  risks  of  the  business. 

(v)  Certain  rights  of  the  borrower. 
The  subordination  agreement  shall 
provide  that  the  applicant  or  regis¬ 
trant  shall  have  the  right  to:  (A>  De¬ 
posit  any  cash  proceeds  of  a  subordin¬ 
ated  loan  agreement  and  any  cash 
pledged  as  collateral  to  secure  a  se¬ 
cured  demand  note  in  an  account  or 
accounts  in  its  own  name  in  any  bank 
or  trust  company: 

(B)  Pledge,  repledge,  hypothecate 
and  rehypothecate,  any  or  all  of  the 
securities  pledged  as  collateral  to 
secure  a  secured  demand  note,  without 
notice,  separately  or  in  common  with 
other  securities  or  property  for  the 
purpose  of  securing  ^nv  indebtedness 
of  the  applicant  or  registrant:  and 

(C)  Lend  to  itself  or  others  any  or  all 
of  the  securities  and  cash  pledged  as 
collateral  to  secure  a  secured  demand 
note. 

(vi)  Collateral  for  secured  demand 
notes.  Only  cash  and  securities  v.hich 
are  fully  paid  for  and  which  may  be 
publicly  offered  or  sold  without  regis¬ 
tration  under  th^  Securities  Act  of 
1933.  and  the  offer,  sale  and  transfer 
of  which  are  not  otherwise  restricted, 
may  be  pledged  as  collateral  to  secure 
a  secured  demand  note.  The  secured 
demand  note  agreement  shall  provide 
that,  if  at  any  time  the  sum  of  the 
amount  of  any  cash,  plus  the  collater¬ 
al  value  of  any  securities,  then  pledged 
as  collateral  to  secure  the  secured 
demand  note  is  less  than  the  unpaid 
principal  amount  of  the  secured 
demand  note,  the  applicant  or  regis¬ 
trant  must  immediately  transmit  writ¬ 
ten  notice  to  that  effect  to  the  lender, 
the  designated  self-regulatory  organi¬ 
zation,  if  applicable,  and  the  Commis¬ 
sion.  The  secured  demand  note  agree¬ 
ment  shall  also  require  that  following 
such  transmittal: 

(A)  The  lender,  prior  to  noon  of  the 
business  day  next  succeeding  the 
transmittal  of  such  notice,  may  pledge 
as  collateral  additional  cash  or  securi¬ 
ties  sufficient,  after  giving  effect  to 
such  pledge,  to  bring  the  sum  of  the 
amount  of  any  cash  plus  the  collateral 
value  of  any  securities,  then  pledged 
as  collateral  to  secure  the  secured 
demand  note,  up  to  an  amount  not  less 
than  the  unpaid  principal  amount  of 
the  secured  demand  note:  and 

(B)  Unless  additional  cash  or  securi¬ 
ties  are  pledged  by  the  lender  as  pro¬ 
vided  in  (A)  above,  the  applicant  or 
registrant  at  noon  on  the  business  day 


next  succeeding  the  transmittal  of 
notice  to  the  lender  must  commence 
sale,  for  the  account  of  the  lender,  of 
such  of  the  securities  then  pledged  as 
collateral  to  secure  the  secured 
demand  note  and  apply  so  much  of 
the  net  proceeds  thereof,  together 
with  such  of  the  cash  then  pledged  as 
collateral  to  secure  the  secured 
demand  note  as  may  be  necessary  to 
eliminate  the  unpaid  principal  amount 
of  the  secured  demand  note:  Provided, 
however.  That  the  unpaid  principal 
amount  of  the  secured  demand  note 
need  not  be  reduced  below  the  sum  of 
the  amount  of  any  remaining  cash, 
plus  the  collateral  value  of  the  re¬ 
maining  securities,  then  pledged  as 
collateral  to  secure  the  secured 
demand  note.  The  applicant  or  regis¬ 
trant  may  not  purchase  for  its  own  ac¬ 
count  any  securities  subject  to  such  a 
sale:  and 

(C)  The  secured  demand  note  agree¬ 
ment  may  also  provide  that,  in  lieu  of 
the  procedures  specified  in  the  provi¬ 
sions  required  by  (B>  above,  the  lender 
with  the  prior  written  consent  of  the 
applicant  or  registrant  and  the  desig¬ 
nated  self-regulatory  organization  or  if 
the  applicant  or  registrant  is  not  a 
member  of  a  designated  self-regula¬ 
tory  organization,  then  the  Commis¬ 
sion.  may  reduce  the  unpaid  principal 
amount  of  the  secured  demand  note. 
Provided,  That  after  giving  effect  to 
such  reduction  the  adjusted  n*u  cap¬ 
ital  of  the  applicant  or  registrant 
would  not  be  less  than  10  percent  of 
aggregate  indebtedness  or  in  the  case 
of  an  applicant  or  registrant  operating 
pursuant  to  paragraph  »g)  of  this  sec¬ 
tion,  adjusted  net  capital  would  not  be 
less  than  7  percent  of  the  funds  re¬ 
quired  to  be  segregated  pursuant  to 
the  Act  and  these  regulations  plus  for 
Securities  Brokers  or  Dealers,  7  per¬ 
cent  of  the  aggregate  debit  items  com¬ 
puted  in  accordance  with  17  CFR 
240.15c3-3a.  Provided,  further,  That 
no  single  secured  demand  note  shall 
be  permitted  (o  be  reduced  by  more 
than  15  percent  of  its  original  princi¬ 
pal  amount  and  after  such  reduction 
no  excess  collateral  may  be  with¬ 
drawn.  No  designated  self-regulatory 
organization  shall  consent  to  a  reduc¬ 
tion  of  the  principal  amount  of  a  se¬ 
cured  demand  note  if,  after  giving 
effect  to  such  reduction,  adjusted  net 
capital  would  be  less  than  120  percent 
of  the  appropriate  minimum  dollar 
amount  required  by  this  section. 

(vii)  Permissii'e  prepayments.  An  ap¬ 
plicant  or  registrant  at  its  option  but 
not  at  the  option  of  the  lender,  may,  if 
the  subordination  agreement  so  pro¬ 
vides.  make  a  payment  of  all  or  any 
portion  of  the  payment  obligation 
thereunder  prior  to  the  scheduled  ma¬ 
turity  date  of  such  payment  obligation 
(hereinafter  referred  to  as  a  •‘prepay¬ 
ment”).  but  in  no  event  may  any  pre¬ 
payment  be  made  before  the  expira- 
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tion  of  one  year  from  the  date  such 
subordination  agreement  became  ef¬ 
fective;  Provided,  however.  That  the 
foregoing  restriction  shall  not  apply  to 
temporary  subordination  agreements 
which  comply  with  the  provisions  of 
subparagraph  (h)(3)(v)  of  this  section. 
No  prepayment  shall  be  made,  if,  after 
giving  effect  thereto  (and  to  all  pay¬ 
ments  of  payment  obligations  under 
any  other  subordinated  agreements 
then  outstanding  the  maturity  or  ac¬ 
celerated  maturities  of  which  are 
scheduled  to  fall  due  within  six 
months  after  the  date  such  prepay¬ 
ment  is  to  occur  pursuant  to  this  pro¬ 
vision  or  on  or  prior  to  the  date  on 
which  the  payment  obligation  in  re¬ 
spect  to  such  prepayment  is  scheduled 
to  mature  disregarding  this  provision, 
whichever  date  is  earlier)  without  ref¬ 
erence  to  any  projected  profit  or  loss 
of  the  applicant  or  registrant,  either 
the  adjusted  net  capital  of  the  appli¬ 
cant  or  registrant  is  less  than  10  per¬ 
cent  of  its  aggregate  indebtedness  or 
in  the  case  of  an  applicant  or  regis¬ 
trant  operating  pursuant  to  paragraph 
(g)  of  this  section,  its  adjusted  net  cap¬ 
ital  is  less  than  7  percent  of  the  funds 
required  to  be  segregated  pursuant  to 
the  Act  and  these  regulations  plus  for 
Securities  Brokers  or  Dealers,  7  per¬ 
cent  of  the  aggregate  debit  items  com¬ 
puted  in  accordance  with  17  CFR 
240.15c3-3a  or  its  adjusted  net  capital 
is  less  than  120%  of  the  appropriate 
minimum  dollar  amount  required  by 
this  section.  Notwithstanding  the 
above,  no  prepayment  shall  occur 
without  the  prior  written  approval  of 
the  designated  self— regulatory  organi¬ 
zation  and  the  Commission. 

(viii)  Suspended  repayment.  (A)  The 
payment  obligation  of  the  applicant  or 
registrant  in  respect  of  any  subordina¬ 
tion  agreement  shall  be  suspended  and 
shall  not  mature  if,  after  giving  effect 
to  payment  of  such  payment  obliga¬ 
tion  (and  to  all  payments  of  payment 
obligations  of  the  applicant  or  regis¬ 
trant  under  any  other  subordination 
agreement(s)  then  outstanding  which 
are  scheduled  to  mature  on  or  before 
such  payment  obligation)  either  the 
adjusted  net  capital  of  the  applicant 
or  registrant  would  be  less  than  8  Vs 
percent  of  aggregate  indebtness  or  in 
the  case  cf  an  applicant  or  registrant 
operating  pursuant  to  paragraph  (g) 
of  this  section,  adjusted  net  capital 
would  be  less  than  6  percent  of  the 
funds  required  to  be  segregated  pursu¬ 
ant  to  the  Act  and  these  regulations 
plus  for  Securities  Brokers  or  Dealers. 
6  percent  of  the  aggregate  debit  items 
computed  in  accordance  with  17  CFR 
240.15c3-3a  or  its  adjusted  net  capital 
would  be  less  than  120  percent  of  the 
minimum  dollar  amount  required  by 
this  section;  Provided  that  the  subor¬ 
dination  agreement  may  provide  that 
if  the  payment  obligation  of  the  appli¬ 
cant  or  registrant  thereunder  does  not 


mature  and  is  suspended  as  a  result  of 
the  requirement  of  this  paragraph 
(h)(2)  (viii)  of  this  section  for  a  period 
of  not  less  than  six  months  the  appli¬ 
cant  or  registrant  shall  thereupon 
commence  the  rapid  and  orderly  liqui¬ 
dation  of  its  business,  but  the  right  of 
the  lender  to  receive  payment,  togeth¬ 
er  with  accrued  interest  or  compensa¬ 
tion,  shall  remain  subordinate  as  re¬ 
quired  by  the  provisions  of  this  sec¬ 
tion. 

(B)  Whenever  a  subordination  agree¬ 
ment  provides  that  an  applicant  or 
registrant  shall  commence  a  rapid  and 
orderly  liquidation,  as  permitted  in 
paragraph  (h)(2)(viii)(A),  the  date  on 
which  the  liquidation  commences  shall 
be  the  maturity  date  for  each  subordi¬ 
nation  agreement  of  the  applicant  or 
registrant  then  outstanding,  but  the 
rights  of  the  respective  lenders  to  re¬ 
ceive  payment,  together  with  accrued 
interest  or  compensation,  shall  remain 
subordinate  as  required  by  the  provi¬ 
sions  of  this  section. 

(ix)  Accelerated  maturity.  Obligation 
to  repay  to  remain  subordinate: 

(A)  Subject  to  the  provisions  of 
paragraph  (h)(2)(viii)  of  this  section,  a 
subordination  agreement  may  provide 
that  the  lender  may,  upon  prior  writ¬ 
ten  notice  to  the  applicant  or  regis¬ 
trant  and  the  designated  self-regula¬ 
tory  organization  or  if  applicant  or 
registrant  is  not  a  member  of  a  desig¬ 
nated  self-regulatory  organization, 
then  the  Commission,  given  not  earlier 
than  six  months  after  the  effective 
date  of  such  subordination  agreement, 
accelerate  the  date  on  which  the  pay¬ 
ment  obligation  of  the  borrower,  to¬ 
gether  with  accrued  interest  or  com¬ 
pensation,  is  scheduled  to  mature  to  a 
date  not  earlier  than  six  months  after 
giving  of  such  notice,  but  the  right  of 
the  lender  to  receive  payment,  togeth¬ 
er  with  accrued  interest  or  compensa¬ 
tion,  shall  remain  subordinate  as  re¬ 
quired  by  the  provisions  of  this  para¬ 
graph  (h)(2)  or  this  section. 

(B)  Notwithstanding  the  provisions 
of  paragraph  (h)(2)(viii)  of  this  sec¬ 
tion,  the  payment  obligation  of  the  ap¬ 
plicant  or  registrant  with  respect  to  a 
subordination  agreement,  together 
with  accrued  interest  and  compensa¬ 
tion,  shall  mature  in  the  event  of  any 
receivership,  insolvency,  liquidation 
pursuant  to  the  Securities  Investor 
Frotection  Act  of  1970  or  otherwise, 
bankruptcy,  assignment  for  the  bene¬ 
fit  of  creditors,  reorganization  wheth¬ 
er  or  not  pursuant  to  the  bankruptcy 
laws,  or  any  other  marshalling  of  the 
assets  and  liabilities  of  the  applicant 
or  registrant  but  the  right  of  the 
lender  to  receive  payment,  together 
with  accrued  interest  or  compensation, 
shall  remain  subordinate  as  required 
by  the  provisions  of  paragraph  (h)(2) 
of  this  section. 

(x)  Accelerated  maturity  of  subordi¬ 
nation  agreements  on  event  of  default 


and  event  of  acceleration.  Obligation 
to  repay  to  remain  subordinate: 

(A)  A  subordination  agreement  may 
provide  that  the  lender  may  upon 
prior  written  notice  to  the  applicant  or 
registrant  and  the  designated  self-reg- 
ulatory  organization  or  if  the  appli¬ 
cant  or  registrant  is  not  a  member  of  a 
designated  self-regulatory  organiza¬ 
tion,  the  Commission,  of  the  occur¬ 
rence  of  any  event  of  acceleration  (as 
hereinafter  defined)  given  no  sooner 
than  six  months  after  the  effective 
date  of  such  subordination  agreement, 
acceleiate  the  date  on  which  the  pay¬ 
ment  obligation  of  the  applicant  or 
registrant,  together  with  accrued  in¬ 
terest  or  compensation,  is  scheduled  to 
mature,  to  the  last  business  day  of  a 
calendar  month  which  is  not  less  than 
six  months  after  notice  of  acceleration 
is  received  by  the  applicant  or  regis¬ 
trant  and  the  designated  self-regula¬ 
tory  organization,  or  if  the  applicant 
or  registrant  is  not  a  member  of  a  des¬ 
ignated  self-regulatory  organization, 
then  the  Commission.  Any  subordina¬ 
tion  agreement  containing  such  events 
of  acceleration  may  also  provide,  that 
if  upon  such  accelerated  maturity  date 
the  payment  obligation  of  the  appli¬ 
cant  or  registrant  is  suspended  as  re¬ 
quired  by  paragraph  (h)(2)( viii)  of  this 
section  and  liquidation  of  the  appli¬ 
cant  or  registrant  has  not  commenced 
on  or  prior  to  such  accelerated  maturi¬ 
ty  date  then  notwithstanding  para¬ 
graph  (h)(2>(viii)  of  this  section  the 
payment  obligation  of  the  applicant  or 
registrant  with  respect  to  such  subor¬ 
dination  agreement  shall  mature  on 
the  day  immediately  following  such 
accelerated  maturity  date  and  in  any 
such  event  the  payment  obligations  of 
the  applicant  or  registrant  with  re¬ 
spect  to  all  other  subordination  agree¬ 
ments  then  outstanding  shall  also 
mature  at  the  same  time  but  the 
rights  of  the  respective  lenders  to  re¬ 
ceive  payment,  together  with  accrued 
interest  or  compensation,  shall  remain 
subordinate  as  required  by  the  provi¬ 
sions  of  paragraph  (h)(2)  of  this  sec¬ 
tion.  Events  of  acceleration  which  may 
be  included  in  a  subordination  agree¬ 
ment  complying  with  this  paragraph 
(h)(2)(x)  of  this  section  shall  be  limit¬ 
ed  to: 

U)  Failure  to  pay  interest  or  any  in¬ 
stallment  of  principal  on  a  subordina¬ 
tion  agreement  as  scheduled; 

( 2 )  Failure  to  pay  when  due  other 
money  obligations  of  a  specified  mate¬ 
rial  amount; 

( 3 )  Discovery  that  any  material, 
specified  representation  or  warranty 
of  the  applicant  or  registrant  which  is 
included  in  the  subordination  agree¬ 
ment  and  on  which  the  subordination 
agreement  was  based  or  continued  was 
inaccurate  in  a  material  respect  at  the 
time  made;  (4)  Any  specified  and  clear¬ 
ly  measurable  event  which  is  Included 
in  the  subordination  agreement  and 
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which  the  lender  and  the  applicant  or 
registrant  agree,  (a)  is  a'significant  in¬ 
dication  that  the  financial  position  of 
the  applicant  or  registrant  has 
changed  materially  and  adversely 
from  agreed  upon  specified  norms;  or 
(b)  could  materially  and  adversely 
affect  the  ability  of  the  applicant  or 
registrant  to  conduct  its  business  as 
conducted  on  the  date  the  subordina¬ 
tion  agreement  was  made;  or  (c)  is  a 
significant  change  in  the  senior  man¬ 
agement  of  the  applicant  or  registrant 
or  in  the  general  business  conducted 
by  the  applicant  or  registrant  from 
that  which  obtained  on  the  date  the 
subordination  agreement  became  ef¬ 
fective; 

(5)  Any  continued  failure  to  perform 
agreed  covenants  included  in  the  sub¬ 
ordination  agreement  relating  to  the 
conduct  of  the  business  of  the  appli¬ 
cant  or  registrant  or  relating  to  the 
maintenance  and  reporting  of  its  fi¬ 
nancial  position;  and 

(B)  Notwithstanding  the  provisions 
of  paragraph  (h)(2)(viii)  of  this  sec¬ 
tion.  a  subordination  agreement  may 
provide  that,  if  liquidation  of  the  busi¬ 
ness  of  the  applicant  or  registrant  had 
not  already  commenced,  the  payment 
obligation  of  the  applicant  or  regis¬ 
trant  shall  mature,  together  with  ac¬ 
crued  interest  or  compensation,  upon 
the  occurrence  of  an  event  of  default 
(as  hereinafter  defined).  Such  agree¬ 
ment  may  also  provide  that,  if  liquida¬ 
tion  of  the  business  of  the  applicant  or 
registrant  has  not  already  commenced, 
the  rapid  and  orderly  liquidation  of 
the  business  of  the  applicant  or  regis¬ 
trant  shall  then  commence  upon  the 
happening  of  an  event  of  default.  Any 
subordination  agreement  which  so 
provides  for  maturity  of  the  payment 
obligation  upon  the  occurrence  of  an 
event  of  default  shall  also  provide  that 
the  date  on  which  such  event  of  de¬ 
fault  occurs  shall,  if  liquidation  of  the 
applicant  or  registrant  has  not  already 
commenced,  be  the  date  on  which  the 
payment  obligation  of  the  applicant  or 
registrant  with  respect  to  all  other 
subordination  agreements  then  out¬ 
standing  shall  mature  but  the  rights 
of  the  respective  lenders  to  receive 
payment,  together  with  accrued  inter¬ 
est  or  compensation,  shall  remain  sub¬ 
ordinate  as  required  by  the  provisions 
of  paragraph  (h)(2)  of  this  section. 
Events  of  default  which  may  be  in¬ 
cluded  in  a  subordination  agreement 
shall  be  limited  to: 

(J)  The  making  of  an  application  by 
the  Securities  Investor  Protection  Cor¬ 
poration  for  a  decree  adjudicating  that 
customers  of  the  applicant  or  regis¬ 
trant  are  in  need  of  protection  under 
the  Securities  Investor  Protection  Act 
of  1970  and  the  failure  of  the  appli¬ 
cant  or  registrant  to  obtain  the  dis¬ 
missal  of  such  application  within  30 
days; 

(2)  Failure  to  meet  the  minimum 
capital  requirements  of  the  designated 
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self-regulatory  organization,  or  of  the 
Commission,  throughout  a  period  of 
15  consecutive  business  days,  com¬ 
mencing  on  the  day  the  borrower  first 
determines  and  notifies  the  designated 
self-regulatory  organization,  if  any.  of 
which  he  is  a  member  and  the  Com¬ 
mission;  or  any  self-regulatory  organi¬ 
zation  or  the  Commission  first  deter¬ 
mines  and  notifies  the  applicant  or 
registrant  of  such  fact; 

(3)  The  Commission  shall  revoke  the 
registration  of  the  applicant  or  regis¬ 
trant; 

(4)  The  self-regulatory  organization 
shall  suspend  (and  not  reinstate 
within  10  days)  or  revoke  the  appli¬ 
cant  or  registrant's  status  as  a  member 
thereof; 

(5)  Any  receivership,  insolvency,  liq¬ 
uidation  pursuant  to  the  Securities  In¬ 
vestor  Protection  Act  of  1970  or  other¬ 
wise.  bankruptcy,  assignment  for  the 
benefit  of  creditors,  reorganization 
whether  or  not  pursuant  to  bankrupt¬ 
cy  laws,  or  any  other  marshalling  of 
the  assets  and  liabilities  of  the  appli¬ 
cant  or  registrant.  A  subordination 
agreement  which  contains  any  of  the 
provisions  permitted  by  this  subpara¬ 
graph  (2)(x)  shall  not  contain  the  pro¬ 
vision  otherwise  pemitted  by  para¬ 
graph  (h)(2)(ix)(A)  of  this  section. 

(3)  Miscellaneous  provisions.— (. i) 
Prohibited  cancellation.  The  subordi¬ 
nation  agreement  shall  not  be  subject 
to  cancellation  by  either  party;  no 
payment  shall  be  made  with  respect 
thereto  and  the  agreement  shall  not 
be  terminated,  rescinded  or  modified 
by  mutual  consent  or  otherwise  if  the 
effect  thereof  would  be  inconsistent 
with  the  requirements  of  paragraph 
(h)  of  this  section. 

(ii)  Notice  of  maturity  or  accelerated 
maturity.  Every  applicant  or  regis¬ 
trant  shall  immediately  notify  the  des¬ 
ignated  self-regulatory  organization 
and  the  Commission  if.  after  giving 
effect  to  all  payments  of  payment  obli¬ 
gations  under  subordination  agree¬ 
ments  then  outstanding  which  are 
then  due  or  mature  within  the  follow¬ 
ing  six  months  without  reference  to 
any  projected  profit  or  loss  of  the  ap¬ 
plicant  or  registrant,  either  the  aggre¬ 
gate  indebtedness  of  the  applicant  or 
registrant  would  exceed  8'/s  percent  of 
its  adjusted  net  capital  or  its  adjusted 
net  capital  would  be  less  than  120  per¬ 
cent  of  the  minimum  dollar  amount 
required  by  §  1.17  or  in  the  case  of  an 
applicant  or  registrant  who  is  operat¬ 
ing  pursuant  to  paragraph  (g)  of 
§  1.17,  its  adjusted  net  capital  would  be 
less  than  6  percent  of  the  funds  re¬ 
quired  to  be  segregated  pursuant  to 
the  Act  and  these  regulations  plus  for 
Securities  Brokers  or  Dealers,  6  per¬ 
cent  of  the  aggregate  debit  items  com¬ 
puted  in  accordance  with  17  CFR 
240.15c3-3a. 

(iii)  Certain  legends.  If  all  the  provi¬ 
sions  of  a  satisfactory  subordination 
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agreement  do  not  appear  in  a  single 
instrument,  then  the  debenture  or 
other  evidence  of  indebtedness  shall 
bear  on  its  face  an  appropriate  legend 
stating  that  it  is  issued  subject  to  the 
provisions  of  a  satisfactory  subordina¬ 
tion  agreement  which  shall  be  ade¬ 
quately  referred  to  and  incorporated 
by  reference. 

(iv)  Legal  title  to  securities.  All  secu¬ 
rities  pledged  as  collateral  to  secure  a 
secured  demand  note  must  be  in 
bearer  form,  or  registered  in  the  name 
of  the  applicant  or  registrant  or  the 
name  of  its  nominee  or  custodian. 

(v)  Temporary  subordinations.  For 
the  purpose  of  enabling  an  applicant 
or  registrant  to  participate  as  an  un¬ 
derwriter  of  securities  or  other  ex¬ 
traordinary  activities  in  compliance 
with  the  adjusted  net  capital  require¬ 
ments  of  this  section,  an  applicant  or 
registrant  shall  be  permitted,  on  no 
more  than  three  occasions  in  any  12- 
month  period  to  enter  into  a  subordi¬ 
nation  agreement  on  a  temporary 
basis  which  has  a  stated  term  of  no 
more  than  45  days  from  the  date  the 
subordination  agreement  became  ef¬ 
fective.  Provided,  That  this  temporary 
relief  shall  not  apply  to  any  applicant 
or  registrant  if  either  the  adjusted  net 
capital  of  the  applicant  or  registrant  is 
less  than  10  percent  of  its  aggregate 
indebtedness  or  in  the  case  of  an  appli¬ 
cant  or  registrant  operating  pursuant 
to  paragraph  (g)  of  this  section,  ad¬ 
justed  net  capital  is  less  than  7  per¬ 
cent  of  the  funds  required  to  be  segre¬ 
gated  pursuant  to  the  Act  and  these 
regulations  plus  for  Securities  Brokers 
or  Dealers.  7  percent  of  the  aggregate 
debit  items  computed  in  accordance 
with  17  CFR  240.15c3-3a  or  its  adjust¬ 
ed  net  capital  is  less  than  120%  of  the 
appropriate  minimum  dollar  amount 
required  by  this  section,  or  the 
amount  of  its  then  outstanding  subor¬ 
dination  agreements  exceeds  the  limits 
specified  in  paragraph  (d)  of  this  sec¬ 
tion.  Such  temporary  subordination 
agreement  shall  be  subject  to  all  the 
other  provisions  of  this  section. 

(vi)  Filing.  Two  copies  of  any  pro¬ 
posed  subordination  agreement  (in¬ 
cluding  nonconforming  subordination 
agreements)  shall  be  filed  with  the 
Commission  at  least  ten  days  prior  to 
the  proposed  execution  date  of  the 
agreement  or  at  such  other  time  as 
the  Commission  for  good  cause  shall 
accept  such  filing.  Copies  of  the  pro¬ 
posed  agreement  shall  be  filed  with 
the  designated  self-regulatory  organi¬ 
zation.  if  any,  of  which  the  applicant 
or  registrant  is  a  member  in  such 
quantities  and  at  such  time  as  the  des¬ 
ignated  self-regulatory  organization 
may  require.  The  applicant  or  regis¬ 
trant  shall  also  file  with  said  parties  a 
statement  setting  forth  the  name  and 
address  of  the  lender,  the  business  re¬ 
lationship  of  the  lender  to  the  appli¬ 
cant  or  registrant  and  whether  the  ap- 
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plicant  or  registrant  carried  funds  or 
securities  for  the  lender  at  or  about 
the  time  the  proposed  agreement  was 
so  filed.  All  agreements  shall  be  exam¬ 
ined  at  the  Commission  and  the  desig¬ 
nated  self-regulatory  organization 
with  whom  such  agreements  are  re¬ 
quired  to  be  filed  prior  to  their  becom¬ 
ing  effective.  No  proposed  agreement 
shall  be  a  satisfactory  subordination 
agreement  for  the  purposes  of  this  sec¬ 
tion  unless  and  until  the  Commission 
has  found  the  agreement  acceptable 
and  such  agreement  has  become  effec¬ 
tive  in  the  form  found  acceptable. 

(vli)  Subordination  agreements  in 
effect  prior  to  adoption— Any  subordi¬ 
nation  agreement  which  has  been  en¬ 
tered  into  prior  to  (date  of  adoption) 
ar.d  which  has  been  deemed  to  be  sat¬ 
isfactorily  subordinated  pursuant  to 
this  section  heretofore  in  effect  or  the 
adjusted  net  capital  rules  of  a  self-reg¬ 
ulatory  organization  shall  continue  to 
be  deemed  a  satisfactory  subordina¬ 
tion  agreement  until  the  maturity  of 
such  agreement.  Provided,  that  no  re¬ 
newal  of  an  agreement  which  provides 
for  automatic  or  optional  renewal  by 
the  applicant  or  registrant  or  lender 
shall  be  deemed  to  be  a  satisfactory 
subordination  agreement  unless  such 
renewed  agreement  meets  the  require¬ 
ments  of  this  section,  within  six 
months  of  (the  effective  date  of  this 
section).  Provided  further,  That  all 
subordination  agreements  must  meet 
the  requirements  of  this  rule  within 
five  years  of  (date  cf  adoption). 

(4)  A  designated  self-regulatory  or¬ 
ganization  and  the  Commission  may 
allow  debt  with  a  maturity  date  of  one 
year  or  more  to  be  treated  as  meeting 
the  provisions  of  this  paragraph  (h) 
provided: 

(i)  Such  exemption  shall  only  be 
given  when  the  registrant’s  adjusted 
net  capital  is  less  than  the  minimum 
required  by  this  §1.17  or  by  the  cap¬ 
ital  rule  of  the  designated  self-regula¬ 
tory  organization  to  which  such  regis¬ 
trant  is  subject; 

(ii)  Such  exemption  shall  be  for  a 
period  of  thirty  days  or  such  lesser 
period  as  the  designated  self-regula¬ 
tory  organization  and  the  Commission 
may  determine; 

(iii)  Such  exemption  shall  not  be  al¬ 
lowed  more  than  once  in  any  twelve 
month  period;  and 

(iv)  At  all  times  during  such  exemp¬ 
tion  the  registrant  shall  make  a  good 
faith  effort  to  comply  with  the  provi¬ 
sions  of  this  §  1.17  or  the  capital  rule 
of  the  designated  self-regulatory  orga¬ 
nisation  to  which  such  registrant  is 
subject  exclusive  of  any  benefits  de¬ 
rived  from  this  paragraph  (h)(4). 

(i)  [Reserved] 

(j)  For  the  purposed  of  this  section 
"cover”  Is  defined  as  follows: 

(1)  General  definition.  Cover  shall 
mean  transactions  or  positions  in  a 
contract  for  future  delivery  on  a  board 


of  trade  or  a  commodity  option  where 
such  transactions  or  positions  normal¬ 
ly  represent  a  substitute  for  transac¬ 
tions  to  be  made  or  positions  to  be 
taken  at  a  later  time  in  a  physical 
marketing  channel,  and  where  they 
are  economically  appropriate  to  the 
reduction  of  risks  in  the  conduct  and 
management  of  a  commercial  enter¬ 
prise,  and  where  they  arise  from: 

(1)  The  potential  change  in  the  value 
of  assets  which  a  person  owns,  pro¬ 
duces,  manufactures,  processes,  or 
merchandises  or  anticipates  owning, 
producing,  manufacturing,  processing, 
or  merchandising. 

(ii)  The  potential  change  in  the 
value  of  liabilities  which  a  person  owes 
or  anticipates  incurring,  or 

(iii)  The  potential  change  in  the 
value  of  services  which  a  person  pro¬ 
vides.  purchases  or  anticipates  provid¬ 
ing  or  purchasing.  Notwithstanding 
the  foregoing,  no  transactions  or  posi¬ 
tions  shall  be  classified  as  cover  for 
the  purposes  of  this  section  unless 
their  purpose  is  to  offset  price  risks  in- 
cidental  to  commercial  cash  or  spot 
operations  and  such  positions  are  es¬ 
tablished  and  liquidated  in  accordance 
v.ith  sound  commercial  practices  and 
unless  the  provisions  of  paragraphs  (j) 

(2)  and  (3)  of  this  section  have  been 
satisfied. 

(2 )  Enumerated  Cover  Transactions. 
The  definition  of  covered  transactions 
and  positions  in  paragraph  (j)<l)  of 
this  section  includes,  but  is  not  limited 
to,  the  following  specific  transactions 
and  positions: 

(i)  Ownership  or  fixed-price  pur¬ 
chase  of  any  commodity  which  does 
not  exceed  in  quantity  the  sales  of  the 
same  commodity  for  future  delivery 
on  a  board  of  trade  or  the  purchase  of 
a  put  commodity  option  of  the  same 
comodity  for  which  the  market  value 
for  the  actual  commodity  or  futures 
contract  which  is  the  subject  of  the 
option  is  less  than  the  striking  price  of 
the  option. 

(ii)  Fixed-price  sale  of  any  commod¬ 
ity  which  does  not  exceed  in  quantity 
the  purchase  of  the  same  commodity 
for  future  delivery  on  a  board  of  trade 
or  the  purchase  of  a  call  commodity 
option  of  the  same  commodity  for 
which  the  market  value  for  the  actual 
commodity  or  futures  contract  which 
is  the  subject  of  such  option  is  more 
than  the  striking  price  of  the  option; 
and 

(iii)  Ownership  or  fixed  price  con¬ 
tracts  of  a  commodity  described  in 
paragraphs  (j)(2)(i)  and  (jX2Xii)  of 
this  section  may  also  be  covered  other 
than  by  the  same  quantity  of  the  same 
cash  commodity,  provided  that  the 
fluctuations  in  value  of  the  position 
for  future  delivery  or  commodity 
option  are  substantially  related  to  the 
fluctuations  in  value  of  the  actual 
cash  position. 

(3)  Non- Enumerated  cases.  Upon 
specific  request,  the  Commission  may 


recognize  transactions  and  positions 
other  than  those  enumerated  in  para¬ 
graph  (j)(2)  of  this  section  as  cover  in 
amounts  and  under  the  terms  and  con¬ 
ditions  as  it  may  specify.  Any  appli¬ 
cant  or  registrant  who  wishes  to  avail 
himself  of  the  provisions  of  this  para¬ 
graph  (j)(3)  must  apply  to  the  Com¬ 
mission  in  writing  at  its  principal 
office  in  Washington,  D.C.  giving  full 
details  of  the  transaction  including  de¬ 
tailed  information  which  will  demon¬ 
strate  that  the  transaction  is  economi¬ 
cally  appropriate  to  the  reduction  of 
risk  exposure  attendant  to  the  conduct 
and  management  of  a  commercial  en¬ 
terprise. 

6.  By  revising  §1.18  <b)  and  (c)  to 
read  as  follows: 

§  1.18  Records  for  and  relating  to  finan¬ 
cial  reporting  and  monthly  computa¬ 
tion. 

•  •  •  t  • 

<b)  Each  applicant  or  registrant 
must  make  and  keep  as  a  record  in  ac¬ 
cordance  with  §  1.31.  formal  computa¬ 
tions  of  his  adjusted  net  capital  and  of 
its  minimum  financial  requirements 
pursuant  to  §1.17  as  of  the  close  of 
business  each  month.  Such  computa¬ 
tions  must  be  completed  and  made 
available  for  inspection  by  any  repre¬ 
sentative  of  the  Commission  or  desig¬ 
nated  self-regulatory  organization,  if 
any.  within  30  days  after  the  date  for 
which  the  computations  are  made, 
commencing  the  first  month  end  after 
the  date  the  application  for  registra¬ 
tion  is  filed  or  the  first  month  end 
after  (the  effective  date  of  this  sec¬ 
tion). 

(c)  [Revoked] 

7.  By  adding  a  new  §  1.52,  reading  as 
follows: 

§  1.52  Self-regulatory  organization  adop¬ 
tion  and  surveillance  of  minimum  fi¬ 
nancial  requirements. 

(a)  Each  self-regulatory  organization 
must  adopt  minimum  financial  and  re¬ 
lated  reporting  requirements  for  all  its 
member  futures  commission  mer¬ 
chants  by  December  25,  1978.  Such  re¬ 
quirements  must  be  the  same  as,  or 
more  stringent  than,  those  contained 
in  §§  1.10  and  1.17  of  this  part,  and  the 
definition  of  adjusted  net  capital  must 
be  the  same  as  that  prescribed  in 
§  1.17(c)  of  this  part. 

(b)  Any  two  or  more  self-regulatory 
organizations  may  file  with  the  Com¬ 
mission  a  plan  for  delegating  to  a  des¬ 
ignated  self-regulaltory  organization, 
for  any  futures  commission  merchant 
which  is  a  member  of  more  than  one 
such  self-regulatory  organization,  the 
responsibility  of: 

(1)  Monitoring  and  auditing  for  com¬ 
pliance  with  the  minimum  financial 
and  related  reporting  requirements 
adopted  by  such  self-regulatory  orga¬ 
nizations  in  accordance  with  para¬ 
graph  (a)  of  this  section:  and 
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(2)  Receiving  the  financial  reports 
necessitated  by  such  minimum  finan¬ 
cial  and  related  reporting  require¬ 
ments. 

Such  a  plan  may  also  delegate  the 
responsibility  of  examining  the  books 
and  records  kept  by  such  futures  com¬ 
mission  merchant  relating  to  its  busi¬ 
ness  of  dealing  in:  (A)  Commodity  fu¬ 
tures  and  cash  commodities,  insofar  as 
such  business  relates  to  its  dealing  on 
contract  markets,  as  required  by 
§  1.51(a)(3);  or  (B)  commodity  options 
and  physical  commodities,  insofar  as 
such  business  relates  to  its  dealing  on 
domestic  commodity  option  ex¬ 
changes,  as  required  by  §  32.5(g)(4). 

(c)  Any  plan  filed  under  this  §  1.52 
may  contain  provisions  for  the  alloca¬ 
tion  of  expenses  reasonably  incurred 
by  the  designated  self-regulatory  orga¬ 
nization  among  the  self-regulatory  or¬ 
ganizations  participating  in  such  a 
plan. 

(d)  A  plan’s  designated  self-regula¬ 
tory  organization  must  report  to  that 
plan’s  other  self-regulatory  organiza¬ 
tions  any  violation  of  such  other  self- 
regulatory  organizations’  rules  and 
regulations  for  which  the  responsibil¬ 
ity  to  monitor,  audit  or  examine  has 
been  delegated  to  such  designated  self- 
regulatory  organization  under  this 
§  1.52. 

(e)  The  self-regulatory  organizations 
may.  among  themselves,  establish  pro¬ 
grams  to  provide  access  to  any  neces¬ 
sary  financial  or  related  information. 

(f)  After  appropriate  notice  and  op¬ 
portunity  for  comment,  the  Commis¬ 
sion  may,  by  written  notice,  approve 
such  a  plan,  or  any  part  of  the  plan,  if 
it  finds  that  the  plan,  or  any  part 
thereof:  Is  necessary  or  appropriate  to 
serve  the  public  interest;  is  for  the 
protection  and  in  the  interest  of  cus¬ 
tomers:  reduces  multiple  monitoring 
and  auditing  for  compliance  with  the 
minimum  financial  rules  of  the  self- 
regulatory  organizations  submitting 
the  plan  for  any  futures  commission 


merchant  which  is  a  member  of  more 
than  one  self-regulatory  organization; 
reduces  multiple  reporting  of  the  fi¬ 
nancial  information  necessitated  by 
such  minimum  financial  and  related 
reporting  requirements  by  any  futures 
commission  merchant  which  is  a 
member  of  more  than  one  self-regula¬ 
tory  organization;  fosters  cooperation 
and  coordination  among  the  contract 
markets;  and  does  not  hinder  the  de¬ 
velopment  of  a  registered  futures  asso¬ 
ciation  under  section  17  of  the  Act. 

(g) (1)  Upon  the  approval  of  a  plan  or 
part  thereof  under  §  1.52(f),  a  self-reg¬ 
ulatory  organization  which  is  included 
in  such  a  plan  shall  be  considered  to 
have  met  its  affirmative  action  respon¬ 
sibilities  under  §  1.51  to  the  extent 
that  such  responsibilities  have  been 
delegated  to  a  designated  self-regula¬ 
tory  organization. 

(2)  After  the  Commission  has  ap¬ 
proved  a  plan  or  part  thereof  under 
§  1.52(f),  a  self-regulatory  organization 
relieved  of  responsibility  must  notify 
each  of  its  members  which  is  subject 
to  such  a  plan:  (A)  Of  the  limited 
nature  of  its  responsibility  for  such  a 
member’s  compliance  with  its  mini¬ 
mum  financial  and  related  reporting 
requirements;  and  (B)  of  the  identity 
of  the  designated  self-regulatory  orga¬ 
nization  which  has  been  delegated  re¬ 
sponsibility  for  such  a  member. 

(h)  The  Commission  may  at  any 
time,  after  appropriate  notice  and  op¬ 
portunity  for  hearing,  withdraw  its  ap¬ 
proval  of  any  plan  or  part  thereof  es¬ 
tablished  under  this  §  1.52,  if  such 
plan  or  part  thereof  ceases  to  ade¬ 
quately  effectuate  the  purposes  of  sec¬ 
tion  4f(2)  of  the  act  or  of  this  §  1.52. 

(i) (l)  If  a  futures  commission  mer¬ 
chant  holding  membership  in  a  self- 
regulatory  organization  ceases  to  be  a 
member  in  good  standing  of  that  self- 
regulatory  organization,  such  futures 
commission  merchant  must,  on  the 
same  day  that  event  takes  place,  give 
telegraphic  notice  of  that  event  to  the 


principal  office  of  the  Commission  in 
Washington,  D.C. 

(2)  Whenever  a  futures  commission 
merchant  holding  membership  in  a 
self-regulatory  organization  ceases  to 
be  a  member  in  good  standing  of  that 
self-regulatory  organization,  such  self- 
regulatory  organization  must,  on  the 
same  day  that  event  takes  place,  give 
telegraphic  notice  of  that  event  to  the 
principal  office  of  the  Commission  in 
Washington,  D.C.,  send  a  copy  of  that 
notification  to  such  futures  commis¬ 
sion  merchant,  and  notify  such  fu¬ 
tures  commission  merchant  of  its  re¬ 
sponsibilities  under  paragraph  (i)(l)  of 
this  section. 

(j)  Nothing  in  this  §  1.52  shall  pre¬ 
clude  the  Commission  from  examining 
any  futures  commission  merchant  for 
compliance  with  the  minimum  finan¬ 
cial  and  related  reporting  require¬ 
ments  to  which  such  futures  commis¬ 
sion  merchant  is  subject. 

(k)  In  the  event  a  plan  is  not  filed 
and/or  approved  for  each  futures  com¬ 
mission  merchant  which  is  a  member 
of  more  than  one  self-regulatory  orga¬ 
nization,  the  Commission  may  design 
and,  after  notice  and  opportunity  for 
comment,  approve  a  plan  for  those  fu¬ 
tures  commission  merchants  which  are 
not  the  subject  of  an  approved  plan, 
(under  paragraph  (f)  of  this  section) 
delegating  to  a  designated  self-regula¬ 
tory  organization  the  responsibilities 
described  in  paragraph  (b)  of  thus  sec¬ 
tion. 

(7  U.S.C.  6c.  6f.  6g.  7a.  12a  and  17.) 


•  •  •  *  » 

Issued  in  Washington,  D.C.,  on  April 
5,  1978,  by  the  Commission. 

William  T.  Bagley, 
Chairman, 

Commodity  Futures  Trading 
Commission. 
[FR  Doc.  78-9400  Filed  4-7-78;  8:45  am) 
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